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NEW ASSESSMENT NOTICES 






Pages 97-110 





FOR INDIVIDUALS —— A PROTEST 
By George Moller, C.A. 


TO THEIR SURPRISE THE MAJORITY OF 
individual taxpayers received their as- 
sessments for 1948 shortly after filing 
their returns. Many chartered account- 
ants heard sighs of relief from clients 
who thought their worries over. A 
closer inspection of the new form T67A 
and casual enquiry in the Department in- 
dicates that the assessment is not what it 
purports to be. It is in fact nothing 
more than a receipt or collection demand 
based on the unchecked return filed, in 
the misleading guise of an assessment. 


ITA sec. 42(1) states that “the Min- 
ister shall with due despatch examine 
each return of income and assess the tax 

” and subsec. (2) adds that “after 
examination of a return, the Minister 
shall send a notice of assessment...” 


It is physically and technically impos- 
sible to examine the avalanche of re- 
turns within two or three weeks, the 
time within which most of the taxpayers 
received their ‘assessments’. The pro- 
cedure followed is simply that, instead of 
writing a receipt, the cashier filled in a 
combined receipt and “‘assessment’’ form. 
It is submitted that this is a deviation 
from the actual meaning of the statute 
and an abuse of the power given to the 
Minister by ITA sec. 42(4) to re-assess 
within 6 years from the day of an orig- 
inal assessment or at any time, without 
limitation, where misrepresentation or 


fraud are involved. It is significant that 
the T67A form quotes the applicable sec- 
tions (IWTA. sec. 55 and ITA sec. 42); 
no such reference appeared on previous 
assessment forms Confirmation T7 or 
T7 IND etc.) 

“Assess” is defined in Webster as “‘to 
fix or determine’ and “‘assessment’’ as 
“act of appraising and appraising pro- 
portionate levy”. It may well be claimed 
that the unchecked acceptance of the 
taxpayers return does not qualify as an 
act of determining or appraising. 

It will impress only the unsuspecting 
layman to hear that all individual tax- 
payers have been “‘assessed” for 1948 
within the 1949 calendar year. The 
effect, if not the intention, of the De- 
partment’s new procedure is to leave the 
taxpayer in doubt whether or when his 
return will be really examined. Can it 
be that the Department has called in a 
psychologist on top of its legal and ac- 
counting experts Are suspension and in- 
security to act as compellants to honest 
returning? Is sampling technique be- 
hind the new procedure? There are in- 
dications that not every return will be 
checked in future by assessors but that a 
roster will be used to examine only a cer- 
tain percentage of returns, say at least. 
one return of each taxpayer in each six 
year period. This would leave the De~ 
partment with an opportunity of re-ag- 
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sessing the previously not checked re- 
turns, if and when the particular indi- 
vidual’s examined return reveals irregu- 
Jarities or errors of principle, not to 
speak of discrepancies between the tax- 
payer's and the Department’s opinion on 
certain matters which lend themselves to 
more than one interpretation, cases which 
belong to every accountant’s routine 
problems. 

The taxpayer has a right to demand 
that all tax returns be examined by com- 
petent officers (assessors) in order to 
warrant a just and equitable distribution 
of the tax burden. It is not reasonable 
that a taxpayer who has made a mere 
mistake in addition, which he may have 
detected after filing his return, be ‘‘as- 
sessed” in this manner before he has had 
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a chance to correct his mistake. Such 
a procedure is not apt to impress the 
taxpayer favourably, less still the pro- 
fessional accountant, who is accustomed 
to expect an assessment based upon 
proper examination of a tax return. 

Streamlining of procedure can go too 
far. In any case it is at least not un- 
reasonable to expect that the Department 
should make public announcement of 
changes in its basic procedure which af- 
fect the taxpayer's rights, in order to give 
the public a chance of adjusting itself 
to the new procedure. The new “‘as- 
sessment’’ form is only one example il- 
lustrating the need for closer and better 
public relations for the Department of 
National Revenue. 


BRITISH COMMITTEE ON BUSINESS INCOME 


THE CHANCELLOR OF THE EXCHEQUER 
has appointed the following committee 
to enquire into the computation of trade 
profits for tax purposes, as promised in 
his budget speech. Chairman is Mr. 
James Millard Tucker, K.C. The Rev- 
enue will be represented by Sir John J. 
Carer, a former chief inspector of taxes. 
The other members of the committee are 
Mr. W. S. Carrington, a leading ac- 
countant with particularly wide experi- 
ence of taxation matters, and a member 
of the Council of the Institute; Mr. W. 
W. Shepherd, chairman of Turner and 
Newall Ltd.; Mr. H. Weston Howard, 
chairman of Hayward-Tyler & Company 
Limited and also chairman of the Eastern 
Regional Board for Industry; and Mr. 
George Woodcock, assistant general sec- 
retary of the Trades Union Congress. 
The secretary to the committee will be 
Mr. E. R. Brookes, of the department 
of Inland Revenue. 


The terms of reference of the com- 
mittee will be:— 


To enquire into the method of com- 
puting net trade profits for the purpose 
of charging them to Income Tax and to 
consider the question of the basis period 
to be taken in assessing the tax on the 
profits so ascertained; to enquire into the 
method of computing net profits for the 
purpose of charging them to Profits Tax; 
and to report upon any alterations of the 
tax law which may be desirable. 


In commenting on the above an- 
nouncement, The Economist (June 10) 
says: 

“This is definitely encouraging. It 
will be seen that, although the terms fol- 
low closely those indicated in the Budget 
speech, it is evidently intended that the 
Committee’s approach is not to be too 
narrowly circumscribed. It is, in effect, 
specifically charged to review the pre- 
vious year basis of tax assessment and is 
invited to make recommendations on 
changes in the tax law. The task of this 


( 
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committee is, of course, both more tech- 
nical and much narrower than the whole 
question of the incidence of taxation up- 
on industry into which an enquiry is to 
be set on foot eventually. But the tech- 
nical question to be surveyed at this stage 
lies at the very roots of many of the 
capital problems which are troubling in- 
dustry so sorely. From the very outset, 
the committee is bound to be confronted 
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with the burning question of replacement 
costs, and of the differences between the 
accountants’ and the economists’ concep- 
tion of depreciation. This committee, 
narrowly technical though its responsi- 
bility seems to be, has in fact the oppor- 
tunity to lay the foundation for a funda- 
mentally new approach to the vital ques- 
tion of taxation of business profits.” 


RECENT TAX CASES 


Bagg v. Minister of National Revenue 


(Supreme Court 


of Canada, Rinfret C.].C., Kerwin, Rand, Kellock and Este; ]]., 


June 24, 1949) 
Income Tax — Undistributed income of company on hand — Write-offs of 
goodwill disallowed — Reduction of capital — Whether irrevocable appropria- 


tion of income to capital — IWTA sec. 15 


Bagg was at all material times a share- 
holder in a Dominion company which 
had been formed in 1919 with an auth- 
orised capital of 2,000 shares of a par 
value of $100 1,800 
shares had been issued as fully paid-up 
as of June 3, 1938. When formed the 
company included in its assets an item of 


each, of which 


$140,000 as goodwill which during the 
period 1921 to 1937 had been written 
off and charged to surplus, resulting in 
a reduction of capital from $180,000 to 
$40,000 and changing what would other- 
wise have been a surplus of $38,000 to a 
deficit of $102,000. As of June 3, 
1938 the company had tangible assets to 
the value of $79,200 which in its bal- 
ance sheets of December 31, 1937 and 
December 31, 1938, were listed under the 
headings ‘cash in bank’, ‘accounts re- 
ceivable’ and an amount owing from a 
trust company. Pursuant to a petition 


letters patent, in 


for supplementary 
which it was alleged that capital to the 


amount of $101,800 had been lost or 
was no longer represented by available 
assets, supplementary letters patent were 
issued effective June 3, 1938, reducing 
the authorised capital from $200,000 to 
$79,200 by (a) cancelling the 200 un- 
issued shares, (b) reducing the par value 
of each outstanding share to $44, and 
(c) converting the 1,800 issued shares to 
1,800 preferred shares of $40 par value 
1,800 common shares of $4 par 
value. In 1941 the Revenue ruled that 
the writeoffs of goodwill by the com- 
pany during the years 1921 to 1937 
could not be admitted for tax purposes, 
and contended that in consequence the 
company had on hand for tax purposes 
a surplus of $38,000 immediately prior 
to the issue of the supplementary letters 
patent on June 3, 1938, and that under 
IWTA secs. 15 and 16 such amount was 
chargeable to the shareholders pro rata 
in accordance with their shareholdings. 

For the purposes of the appeal Bagg, 


and 
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the appellant shareholder, admitted that 
immediately prior to the issue of the sup- 
plementary letters patent on June 3, 
1938, the company had on hand undis- 
tributed income to the amount of 
$38,000. 


In testifying for appellant, the com- 
pany’s accountant stated that on the re- 
duction of the company’s authorised 
capital to $79,200 pursuant to the sup- 
plementary letters patent the undistrib- 
uted income of $38,000 remained in the 
company as part of the $79,200. 


IWTA sec. 15 provided: 


15. When, as a result of the reorgani- 
zation of a corporation or the readjust- 
ment of its capital stock, the whole or 
any part of its undistributed income is 
capitalized, the amount capitalized shall 
be deemed to be distributed as a divi- 
dend during the year in which the re- 
organization or readjustment takes place 
and the shareholders of the said corpora- 
tion shall be deemed to receive such 
dividend in proportion to their interest 
in the capital stock of the corporation 
or in the class of capital stock affected. 
(R.S.C. 1927, c. 97, sec. 15) 


Held (affirming O’Connor J. in the 
Exchequer Court), the assessment was 
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properly raised under IWTA sec. 15 
(Rinfret C.J.C. and Kellock J. dissent- 
ing). 

Per Kerwin J.: The testimony of the 
company’s accountant was conclusive 
that the undistributed income was cap- 
italized as a result of the readjustment of 
the company’s capital stock on June 3, 
1938. 

Per Rand and Estey JJ.: The company’s 
proceedings with regard to the write- 
offs of the goodwill in the years 1921 
to 1937 did not amount to an irrevoc- 
able appropriation cf the undistributed 
income to capital (a “binding capitaliza- 
tion”, Estey J.), but in view of the com- 
pany’s representations (Rand J.), its 
purpose (Estey J.), in obtaining a re- 
duction of authorised capital to the value 
of the remaining assets, the reduction 
thereby effected amounted to such an 
irrevocable appropriation of its undis- 
tributed profits to capital and therefore 
constituted a capitalization within the 
meaning of IWTA sec. 15. 


Appeal dismissed 


Atlantic Sugar Refineries Ltd. v. Minister of National Revenue 
(Supreme Court of Canada, Rinfret C.].C., Kerwin, Tascherean, Kellock aid 
Locke JJ., June 24, 1949) 

Income — Nature of — Sugar refining company buying and selling sugar futures 
— Whether profit of trade or business — Isolated transaction — IWTA, sec. 3 


While Atlantic Sugar Refineries Ltd. 
had power under its charter to buy and 
sell raw sugar on the commodity ex- 
change, in fact its business consisted of 
purchasing raw sugar, refining it and 
selling the refined sugar, and it was not 
its custom to hedge its purchases by 
transactions in the futures market, hav- 
ing done so only once (in 1937) prior 
to the occasion in question. Following 
the outbreak of war in September 1939, 


there was a heavy increase in the public’s 
demand for sugar, and on September 7, 
8 and 9 the company, faced with rapiclly 
depleting stocks, made cash purchases of 
15,515 tons of raw sugar for future de- 
livery at prices considerably in excess of 
those theretofore paid. With the inten- 
tion of recouping expected losses the 
sold 3500 tons 
the Exchange over the period Sep- 
tember 11 to October 9. Of the 


company short on 


{1 


9] 


15 
at- 


he 
ve 
p- 
of 
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3500 tons 3100 were sold prior to 
imposition of the sugar control by the 
Government on October 2, following 
which all sugar was required to be pur- 
chased from the sugar controller at 
prices fixed by him. By October 27 the 
company closed out all its short sales by 
equivalent purchases, making a profit of 
$71,183.09 on the transactions, and 
thereafter, in view of the sugar control, 
remained out of the futures market. The 
company contended that the profit in 
question was a capital or speculative gain 
and not assessable to income tax. 

Held (affirming Thorson P. in the Ex- 
chequer Court), the gains from the 
transactions were “profits from a trade 
or commercial or financial or other busi- 
ness or calling” within the meaning of 
IWTA sec. 3, and as such were charge- 
able to income tax. 

Per Kerwin J. (Rinfret C.J.C. and 
Taschereau J.): The test in such cases is 
whether or not the gain is made in an 
operation of business in carrying out a 
scheme for profit-making: Anderson 
Logging Co. v. The King [1925] S.C.R. 
45, per Duff J. at p. 48; California Cop- 
per Synd. v. Harris, 6 F., 5 T.C. 159; 
Beynon Vv. Ogg (1918) 7 T.C. 125 at p. 
132, affd. (P.C.) [1926] A.C. 140; 
Ducker v. Rees Roturbo Dev. Synd. 
{1928} A.C. 132, applied. 

“The company finding itself in an 
abnormal situation because of the various 
factors mentioned . . . decided to protect 
[its] financial interests by operations on 
the Exchange. The company was not 
investing idle capital funds nor was it 
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disposing of a capital asset. In no sense 
may it be said that the operations were 
unconnected with the appellant's business 
and it is at least an added circumstance 
that the speculation was made in raw 
sugar. Even if it were the only transac- 
tion of that character, it should be held, 
in the light of all the evidence, that it 
was part of the appellant's business or 
calling and therefore a profit from its 
business within sec. 3 of the Act.” 

Per Locke J. (and Kellock J.): “... 
in the ordinary case of a hedge, the 
selling for future delivery synchronizes 
with the purchase of the commodity 
while in the present case the short sales 
were made over the period of a month 
following the cash purchases. I think 
that this circumstance does not affect the 
matter to be determined. While not car- 
ried out contemporaneously with the 
purchases the short sales were in effect 
a hedge by the company against a pos- 
sible loss on the purchases made and it 
was only the imposition of control on 
October 2 that rendered further hedging 
operations inadvisable. In trades where 
natural products are purchased in large 
quantities, hedging is a common, and in 
some cases, a necessary practice, and the 
cost of such operations in trades of this 
nature is properly allowable as an op- 
Where, 


as in the present case, the trader elects 


erating expense of the business. 


to close out his short sales and take a 
profit, this is, in my opinion, properly 
classified as profit from carrying on the 
trade.” 

Appeal dismissed 
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Cooper v. Minister of National Revenue 


(Exchequer Court of Canada, Angers ]., June 8, 1949) 


Office or employment — Income from — Deduction of union dues from wages 
— Payment of union dues essential to membership in union — Membership in 
union a condition of employment — IWTA sec. 6(1) (a) 


Cooper, a member in good standing of 
a motion picture projectionists’ union, 
was employed as a projectionist by a 
theatre operator. The employer was 
bound by a contract with the union under 
the terms of which the employer under- 
took to employ only projectionists sup- 
plied by the union who were in good 
Under the 
union’s constitution and by-laws union 


standing with the union. 


dues were required to be paid in advance, 
and default of payment would have made 
Cooper liable to forfeiture of his mem- 
bership in the union and to loss of his 
employment. In 1945 Cooper 
union dues of $37.50 and contended that 
deductible from his in- 


paid 


this sum was 
come, viz., his salary as a projectionist, 
in ascertaining his taxable income for 
the year. 
Sec. 6(1) (a) of the Income War Tax 
Act, R.S.C. 1927, c. 97, provides: 
In computing the amount of the profits 
or gains to be assessed, a deduction shall 
not be allowed in respect of 
(a) disbursements or expenses not 
wholly, exclusively and necessarily 
laid out or expended for the pur- 
pose of earning the income. 
Held, Cooper was entitled to deduct his 
union dues in ascertaining his taxable 
income for the year, and the appeal must 
be allowed: Bond v. MNR, [1946], Ex. 
C.R. 577, C.T.C. 281, followed. 


Per Angers J.: “I see no difference, 


for the purpose of income tax, between 
a member of the bar who is required to 
make an expenditure in order to be auth- 
orized to carry on his profession and a 
projectionist or, in fact, any other work- 
er, who is bound to pay dues and assess- 
ments to form part of a [union] which 
Whether the ex- 
penditure be prescribed by the charter or 


provides the jobs. 


by-laws of a law society or by a contract 
or agreement between the employer and 
a union seems to me immaterial. In each 
of these alternatives the lawyer or the 
projectionist has to pay a fee to be 
authorized to carry on his profession or 
trade. If the appellant had not remained 
[the 
union] he would not have obtained a 


a member in good standing of 


position as a projectionist . 

[Wales v. Graham, 24 T.C. 75; Simp- 
Tate,-9 T&. 314, Gold 
Lid. v. MNR [1945] Ex. CR. 
257; Montreal Coke and Mfg. Co. V. 
MNR [1944] A.C. 126; Mahaffy Vv. 
MNR [1946] Ex. C.R. 18, distingushed] 


fon Vv. Sisi 0€ 


Mines 


Appeal allowed 
Note: This 
plication to taxation years governed by the 
Act, 1948, c. 52, that is, 
seg. Sec. 5 of the new Act 


Epitor’s decision has no ap- 
new Income Tax 
to 1949 et 
defines income from an office or employment 
and the permissible deductions therefrom 
with precision, and it renders both the Bond 
inapplicable. 


and the present case 
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Pan-American Trust Co. v. Minister of National Revenue 
(Exchequer Court of Canada, Thorson P., July 20, 1949) 
Non-resident parent company.— Withholding tax — Dividends and interest 


paid to resident trustee for parent company — Whether entitled to exemption — 
IWTA sec. 9B(2) (a), (d), 9B(11), 9B(12) 


A Swiss drug company not resident in 
Canada had two Dominion-incorporated 
subsidiary companies, an operating com- 
pany dnd an investment company, the 
latter being within the definition of a 
non-resident owned investment corpora- 
tion under IWTA sec. 2(1) (p). In 1940 
because of war conditions the Swiss 
company had a trust company incorpor- 
Edward Island and 


ated in Prince 


transferred to it, pursuant to an 


blocks of its 


agreement, substantial 
shares in the two Dominion subsidi- 
aries as well as certain 5% promis- 


sory notes of the subsidiary operating 
company. In the succeeding years divi- 
dends on the shares of the two Dominion 
subsidiaries and the interest on the notes 
(less, in the latter case, 15% tax with- 
held by the payer), instead of being paid 
direct to the Swiss company as thereto- 
fore, were paid to the trust company, 
which credited the sums received to the 
Swiss company in a special account and 
kept them in a separate trust bank ac- 
count. The trust company purchased 
Dom. of Canada bonds with a portion 
of the moneys so received as dividends 
and dealt with the interest thereon in 
precisely the same way. It did not with- 
hold income tax on any of the sums so 
credited to the Swiss company, _where- 
upon the Revenue demanded payment of 
tax from the trust company (pursuant to 
IWTA sec. 84) for 1941, 1942 and 
1943, contending that all the sums cred- 
ited to the Swiss company were subject 
to the 159 withholding tax imposed on 
non-residents under IWTA sec. 9B(2) 


(d) as being “income received from a 


Canadian estate or trust’. The trust 
company appealed. 

IWTA’ sec. 9B(2) imposes a tax of 
15% on non-residents of Canada in re- 
spect of, inter alia, the following: 

(a) all 


dian debtors... 


received from Cana- 
, and 


(b) all interest received or credited by 


dividends 


Canadian debtors except the 
interest from all bonds of or guar- 


anteed by the Dom. of Canada. 


(c) all interest received by a non-resi- 
dent parent company from a Cana- 
dian subsidiary company .. . 

(d) all income received from a 


Canadian estate or trust, which in- 


come shall be deemed to include all 


income accruing to the credit of 


non-resident beneficiaries whethe: 
received by them or not... 

Sec. 9B(11), however, provides that 
no tax is payable under sec. 9B(2) in 
respect of dividends received by a non- 
resident company from a resident sub- 
sidiary company having certain qualifica- 
tions. (The Swiss company’s subsidiary 
Dominion operating company was so 
qualified. ) 

Sec. 9B(12) also exempts from the 
tax imposed by sec. 9B(2) [under cer- 
tain conditions, which are not relevant 
here] dividends paid or deemed to be 
paid by non-resident owned investment 
corporations (para. (4)), and interest 
payable by non-resident owned invest- 
ment corporations (para. (c) ). 
Held, no tax was payable under sec. 9B 
and the appeal must be allowed. 
1. The Dividends 

The various paragraphs of sec. 9B(2) 
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are mutually exclusive of one another, 
and therefore any tax in respect of 
“dividends from Canadian debtors’ must 
arise under para. (a) only; it cannot 
also arise under para. (d) as being “in- 
come received or accruing from a Cana- 
dian estate or trust’’. 

Moreover, in the absence of clear and 
compelling words an _ interpretation 
should be avoided which would lead to 
the anomaly that the tax would not be 
payable in respect of the dividends it 
they went out of Canada to the non- 
resident but would be payable if they 
went to a trustee in Canada for the non- 
resident. 

When the dividends from the two 
Dominion subsidiaries were paid to the 
appellant and credited by it to the Swiss 
company the latter became the beneficial 
owner of such dividends and entitled to 
the amounts thereof in their character as 
dividends and not as income received or 
accruing from a Canadian estate or trust: 
Archer-Shee v. Baker [1927] A.C. 844, 
11 T.C. 749, applied; and payment of 
the dividends to the trust company, 
which received them for the Swiss com- 
pany, their beneficial owner, was suffic- 
ient payment to meet the requirements 
of sec. 9B(11) and (12) and entitle 
them to exemption thereunder. 


Further the term ‘“‘estate or trust’? in 
sec. 9B(2)(d) does not extend to the 
relationship between the Swiss company 
and the trust company, for the former 
never ceased to be the beneficial owner 
of the shares and other property trans- 
ferred by it to the trust company. 
Semble: The term “income received or 
accruing from a Canadian estate or 


trust” (sec. 9B(2)(d)) does not in- 
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clude income from property which a 
settlor has transferred to a trustee for 
himself and of which he has never 
ceased to be the beneficial owner. 

2. Interest on Dom. of Canada Bonds 


The Swiss company was the beneficial 
owner of the bonds and of the interest 
thereon in its character as interest and 
not as income received or accruing from 
a Canadian estate or trust, and the de- 
mand for tax thereon failed. Further, 
such interest was clearly exempt from tax 
in virtue of sec. 9B(2)(b). 

3. Interest on Subsidiary’s Notes 
The claim for tax on the interest on 


the subsidiary operating company’s 
promissory notes also must be rejected 
in view of the fact that it had already 


withheld and remitted the 15% tax 


thereon. 
Appeal allowed 


Epiror’s Note: Prior to the pronounce- 
ment of judgment in this appeal the Rev- 
enue withdrew its demand for tax in 
respect of the dividends received by the 
trust company from the non-resident owned 
investment company consequent upon enact- 
ment by Parliament of the following retro- 
active provision, 1948, c. 53, sec. 6(3): 

Where all or any part of income re- 
ceived by a non-resident person for a 
taxation period from a Canadian trust 
can reasonably be regarded as_ having 
been derived from dividends or interest 
received by the trustee from a non-resi- 
dent owned investment corporation on 
which no tax would have been payable 
under sec. 9B(2) if they had been paid 
by the non-resident investment corpora 
tion to the non-resident person instead of 
to the trustee, no tax is payable thereon 
under sec. 9B(2)(d). 

Thorson P., however, holds in the present 
judgment that the Crown’s claim was in any 
event unfounded under the law as it stood 
prior to the amendment. 


— 
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McDonough v. Minister of National Revenue 
(Exchequer Court of Canada, Cameron ]., August 4, 1949) 


Trade or Business — Isolated transaction — Prefit made in operation of business 
in carrying out scheme for profit making — Promotion and development of 
mining company by prospector — Purchase and resale of shares — IWTA sec. 3 


For some ten years prior to May, 1939 
McDonough was engaged mainly in ex- 
ploring for and prospecting for mines 
either on his own account or for various 
mine development companies, but prior 
to May, 1939 had never taken any part 
in the promotion of companies or the 
raising of capital for mining develop- 
ment. On being released from his em- 
ployment with a mining development 
company on May 1, 1939, he conceived 
the idea of bringing several adjoining 
mining properties into a company to be 
formed by him and to obtain funds from 
others for their development, he having 
no funds of his own for financing the 
project. He succeeded in obtaining op- 
tions on the various properties with the 
assistance of another person (to whom 
he agreed to pay one-half the profits 
derived from the options), and nego- 
tiated a contract with the owners of the 
properties providing for the transfer of 
the properties to a company to be formed 
to acquire and develop the properties, 
and for the granting to McDonough of 
options to purchase blocks of treasury 
shares of the company at certain times 
and at certain prices. The agreement was 
later ratified by the company when 
formed. Previously McDonough, as a 
result ef his efforts to interest certain 
mining companies in his project, had 
obtained a 
company to 
slightly advanced prices the shares of 
which he then obtained options to pur- 
chase under the above-mentioned agree- 
McDonough then had the com- 


contract from one such 


purchase from him at 


ment. 


pany formed, becoming its general man- 
ager and later its director, and the var- 
ious contracts were all carried out, Mc- 
Donough making a substantial profit on 
the purchase and sale of the shares in 
the years 1939, 1940 and 1941. The 
above proceedings occupied his entire 
time and attention from May to De- 
cember 15, 1939, when he was called 
up for war service, and after that date 
he continued to give advice as to the 
development of the properties when 
called upon from time to time. 
Held, the profits 
chargeable to income tax as being profits 
or gains derived from a trade or business: 
IWTA sec. 3. [Jones v. Leeming 
[1930] A.C. 415, distinguished; Collins 
v. Firth-Brearly Stainless Steel Syndicate, 
9 T.C. 564; Rutledge v. C.LLR., 14 T.C. 
490, applied]. 

Per Cameron J.: It was McDonough’s 
intention to use his knowledge and ex- 
perience and to go into the business of 


in question were 


promoting mines on his own account. 
‘And what he did may properly be called 
his business. It engaged his entire time 
and attention from May, 1939 to De- 
cember 15, 1939, and was discontinued 
only because he was recalled for duty in 
the Forces. It included all those matters 
which would normally be carried out by 
one in the business of a mine promoter, 
namely, the location of properties, secur- 
ing options, the merging of all the 
properties, the formation of a new com- 
pany and the arranging of finances for 
the necessary development. 


si it is quite apparent . . . that 
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his purpose throughout was to make a 
profit for himself . . . Now the only way 
in which it was possible for him to make 
a profit . . . was to dispose of the shares 

. on which he held options, at prices 
exceeding those which he was obliged 
to pay The appellant, therefore, 
was not only engaged in the business of 
promoting the company, but of under- 
writing its shares, the latter being an 
essential feature of the business so far 
as the appellant was concerned, if not the 
main feature. 

“In the present case there can be no 
doubt whatever that the sale of the shares 
which gave rise to the profits now as- 
sessed was not merely incidental 
to but in reality the essential feature of 
the whole business carried on by the 
appellant. It was a gain made in an 
operation of business in carrying out a 
scheme for profit making and is, there- 
fore, properly 
[California Copper Syndicate v. Harris, 
5 T.C. at 165 ff., followed] 


” 


assessable to tax. 


“The appellant, however, further sub- 
mits that the purchase and re-sale of the 


shares was an isolated transaction out- 
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side of his usual business operations and 
unconnected therewith, and that, there- 
fore, the profits were not made from a 
trade or business. It is true that in the 
years in question the appellant bought 
and sold shares only in one company and 
that all the purchases arose under [one 
the 
agreement. 


and all sales origin- 
ated under [one] 


another point of view, however, they 


agreement 
From 


were not single transactions inasmuch as 
the sales and purchases aggregated over 
1,000,000 shares and were made over a 
But the 
mere fact that a transaction is an isolated 
one does not exclude it from the category 
of trading or business transactions of 


period of more than two years. 


such a nature as to attract income tax 
to the profit therefrom. Thorson P. in 
Atlantic Sugar Refineries Ltd. v. MNR 
[1948] Ex. C.R. 622 at p. 631, referred 
to the cases which support that proposi- 
tion. [T7. Beynon & Co. v. Ogg (1918) 
7 T.C. 125, referred to; Com’rs of 1.R 
v. Livingston (1926) 11 T.C. 538, ap- 
plied; Income Tax Case No. 118, 
South Africa T.C. 71, referred to.] 


Appeal dllowed 


Joggins Coal Co. v. Minister of National Revenue 
(Exchequer Court of Canada, Cameron ]., August 18, 1949) 


Depletion Allowance — Mining Leases — Apportionment between lessor and 
lessee — Failure of parties to reach agreement — Discretion of Minister absolute 
IWTA, sec. 5(1) (a) 


In 1937 the Tantramur Coal Co. pur- 
chased for a substantial sum certain coal 
first been 
granted by the Province of Nova Scotia 


mining leases which had 
in 1923 and had since been the subject 
In June 1939 


the Tantramur Co. granted to one W. 


of a series of assignments. 


the right to mine the coal in one of the 
seams for a royalty ranging from 5c to 
10c per ton, W. also undertaking to pay 





royalties to the Province. In September 
W. assigned all his interest in the above 
The 
Joggins Co. paid nothing at the time, 


agreement to the Joggins Coal Co. 


and the only capital cost to it of the 
coal it mined in the years following was 
the total of the royalties paid to the Prov- 
ince and to Tantramur, all of which were 
allowed as deductions from its income 


for tax purposes. In the taxation years 
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1939, 1940 and 1941 both the Tantramur 
Co. and the Joggins Co. claimed a deduc- 
tion from their respective incomes of the 
full amount allowed by the Minister for 
depletion allowance, viz. 10c per ton 
mined. The two companies were unable 
to agree on an apportionment of the al- 
lowance between them, pursuant to 
IWTA sec. 5(1)(a), and the Minister 
thereupon apportioned it between them 
by giving the Tantramur Co. the whole 
of the 10c allowance per ton to the 
amount of the royalties received by it 
(which in 1939 amounted to 10c per ton 
but in the years 1940 and 1941 averaged 
less than 10c per ton), and giving the 
Joggins Co. the balance of the allowance 
in the two latter years. 


IWTA sec. 5(1)(a), as it was in 
1939, provided: 

. the Minister in determining the 
income derived from mining . . . shall 
make such an allowance for the exhaus- 
tion of the mines . . . as he may deem 
just and fair, and in the case of leases 

. the lessor and the lessee shall each 
be entitled to deduct a part of the al- 
lowance for exhaustion as they agree and 
in case the lessor and the lessee do not 
agree, the Minister shall have full power 
to apportion the deduction between them 
and his determination shall be conclusive. 

(RSC. 1927, c. 97, sec. 5; am. 1928, c. 

12, sec. 4) 

For the years 1940 and 1941 sec. 
5(1)(a) was in the same terms except 
that the word “‘may’’ was substituted for 
the word ‘‘shall”’ italicised above (1940, 
c.. 34; Sec. 10): 

The Joggins Co. contended that it was 
entitled to the whole of the depletion 
allowance for the years in question on 
the ground that the Province of Nova 
Scotia was lessor of the mines and was 
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exempt from taxation or, alternatively, 
if the Tantramur Co. was the lessor, that 
the apportionment made by the Minister 
should be amended. 
Held, the appeals must be dismissed. 
While sec. 5(1)(a) 
statutory right to a depletion allowance 
in 1939, though not in 1940 and 1941 
(Pioneer Laundry & Dry Cleaners Ltd. v. 
MNR [1939] 4 D.L.R. 481; D. R. 
Fraser Co. Vv. MNR [1948] 4 D.L.R. 
776), the apportionment of the allow- 
ance between a lessor and lessee in the 
absence of agreement between them was 
solely within the discretion of the Minis- 
ter and not subject to review by the Court 
even though he allot the whole of the 
allowance to the lessor and none to the 
lessee. In any event it was not shown 
that the Minister in exercising his discre- 
tion had violated any sound and funda- 
mental principles. 


conferred a 


It was not necessary to decide whether 
the Joggins Co. were lessees of the mine 
or, as contended by the Minister, merely 
licensees with an interest, or whether the 
Province of Nova Scotia or the Tan- 
tramur Co. were lessors. In either case 
the Joggins Co.'s position with regard 
to the depletion allowance under the ap- 
portionment provisions of sec. 5(1) (a) 
was the same. If the Province of Nova 
Scotia were held to be the lessor, the 
fact that it was not a taxpayer was ir- 
relevant. The Minister's duty was to 
apportion the allowance between a lessor 
and lessee taking into consideration their 
relative interests in the capital asset being 
exhausted and not on the basis of wheth- 
er -or not they were or were not tax- 
payers. 

Appeals dismissed 








108 


The TAX REVIEW 


{1949} 


Cossitt v. Minister of National Revenue 
(Exchequer Court of Canada, O’Connor J., July 23, 1949) 


Succession Duty — Dominion — Bequest of life interest in income with power 

to encroach on capital — Whether a general power of appointment — Dis- 

claimer of power — Lex domicilii testatoris governing law — Succession Duty 
Act, 1940-41, c. 14, secs. 2(m), 31 


By her will, testatrix who died on 
March 15, 1944, domiciled in Ontario, 
gave the residue of her estate to her 
executor, the appellant, in trust to pay 
the income therefrom to himself during 
his lifetime, with power to appellant at 
any time to use for his own benefit such 
amount of the capital as he might wish, 
and with a gift over of the remainder 
for such of the issue of the appellant as 
the latter might by his last will direct. 
Dominion succession duties were initially 
calculated on the basis of appellant hav- 
ing only the income of the residue for 
life, and Ontario succession duties were 
paid on the same basis. Nearly 3 years 
later the Dominion demanded additional 
duty on the basis that under the will ap- 
pellant received a gift of the entire resi- 
due. Upon receipt of the assessment no- 
tice appellant executed a disclaimer of 
the power to encroach on the capital, and 
appealed from the additional assessment. 
Appellant testified that he had never ex- 
ercised the power to encroach and had no 
intention of doing so prior to the execu- 
tion of the disclaimer. 

Held, the appeal must be allowed. 

The power conferred on appellant to 
encroach on the capital of the residue 
for his own benefit was not property, and 
accordingly such power did not constitute 


a succession under sec. 2(m) of the Do- 
minion Succession Duty Act, 1940-41, c. 
14: Re Miller's Agreement, Uniacke Vv 
Ait’y.-Gen. [1947] 2 A.E.R. 78, but 
notwithstanding that it was not a power 
to appoint and was exercisable for the 
benefit of appellant only, it was ‘'a gen- 
eral power to appoint property” within 
the meaning of that phrase in sec. 31 of 
the Act, and accordingly constituted a 
succession of such property under sec. 31: 
In re Richards, Uglow v. Richards 
[1902] 1 Ch. 76; Re Ryder, Burton v 
Kearsely [1914] 1 Ch. 865; In re Shu- 
ker's Estate, Bromley v. Reed [1937] 3 
A.E.R. 25, followed. 

However, under sec. 24 of the Law 
and Transfer of Property Act, R.S.O. 
1937, c. 152, which, being the law of 
the domicfle of the testatrix, was the 
governing law, (see Fitzgerald v. MNR 
(Can. S.C.), not yet reported) appellant 
was entitled to disclaim the power to en- 
croach without disclaiming the gift of 
the income, and the effect of the dis- 
claimer was to void the power ab initio. 
See Silcock v. Roynon (1843) 2 T. & C. 
Ch. Cas. 376, 124. On the evidence it 
must be found that appellant did not 
exercise the power nor did he intend to 
do so, nor did he by acquiescence accept 
the power prior to disclaiming it. 

Appeal allowed 
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THE INCOME TAX REGULATIONS 
P.C. 3726, July 26, 1949 


HIS EXCELLENCY the Governor General in Council, on the recommendation of 
the Minister of National Revenue and under the authority of section 106 of The Income 
Tax Act, Chapter 52 of the Statutes of 1948, is pleased to make the attached regulations 
entitled “The Income Tax Regulations, Part IX” and “The Income Tax Regulations, Part 
X”, and the said regulations are hereby made and established accordingly. 

Canada Gazette, August 10, 1949 
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PART IX 


DELEGATION OF THE POWERS AND DUTIES OF THE MINISTER 


Sec. 900 

900. (1) The Co-ordinator and 
Chairman of the Executive of the Tax- 
ation Division of the Department of 
National Revenue may exercise all the 
powers and perform all the duties of 
the Minister under the Act. 
(2) The District Directors may exer- 
cise the powers and perform the duties 
of the Minister under the following 
provisions of the Act: 

(a) subsec. (2) of sec. 40, 

(&) subsec. (2) of sec. 49, 

(c) para. (g) of subsec. (1) of sec. 

106, 

(@) sec. 109, 

(e) sec. 114 and 

(f) subsec. (2) of sec. 115. 
(3) The Director General Legal 
Branch, and the Assistant Director 
General Legal Branch of the Taxation 
Division of the Department of Na- 
tional Revenue may exercise the powers 


and duties of the Minister under the 
following provisions of the Act: 


(a) subsec. (2) of sec. 40, 
(4) sec. 108, 

(c) subsec. (1) of sec. 111 and 
(4) subsec. (2) of sec. 115. 


(4) The Director of Intelligence and 
the Assistant Director of Intelligence 
of the Taxation Division of the De- 
partment of National Revenue may 
exercise the powers of the Minister un- 
der subsection (2) of section 40 and 
subsection (2) of section 115 of the 
Act. 


Sec. 901 


901. For the purposes of this Part, 
“District Directors” mean the Direc- 
tors General of Income Tax and Suc- 
cession Duties and Directors of In- 
come Tax and Succession Duties of the 
Taxation Division of the Department 
of National Revenue. 


PART X 
DEPENDENTS 


Sec. 1000 
1000. (1) The class of persons who 
may be regarded as dependent for sup- 
port on taxpayers during a taxation 
year for the purposes of the Act is 
every person who qualifies as a depen- 
dent of the taxpayer under the provi- 


sions of the Act during a taxation year 
and whose income for the year does not 
exceed $500. 

(2) For the purposes of this section, 
income does not include income from 
employment as a nurse in training. 
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Their products sold like hot cakes... and 
the. stockholders got their fingers burned! 


Judged solely by its soaring sales curve, 
company X seemed like a red-hot invest- 
ment to the stockholders. And fat sales 
figures blinded management, too. 


So, when profits and dividends did not 
match this apparent prosperity, the com- 
pany’s officials had some explaining to do. 


But it was difficult to explain that they had 
too few figure facts on which to base 
sound decisions and plan successful 
strategy—too few facts, too late, about 
rising costs and climbing overhead to 
serve as warning signals aig ahead. 
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With the proper office machines and 
methods, the management could have had 
complete, up-to-the-minute information. 
They could have foreseen the approach 
towards the “break-even” point, and 
have taken measures to avert it. 


You can step up the efficiency of your 
office . . . you can have the ‘Tepintoces 
you need on time, when you mechanize 
with modern Burroughs adding, cal- 
culating and accounting machines. Why 
not let your Burroughs representative 
show you how today? Burroughs Adding 
Machine of Canada, Limited, Windsor. 


WHEREVER THERE'S BUSINESS THERE'S Bu rrou ghs 


THE MARK OF SUPERIORITY 
(1 MODERN BUSINESS MACHINES 
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MR. ACCOUNTANT... Here's good news for you! 
10% DISCOUNT 


on your purchases of Ledger Sheets, Binders, Columnar Sheets, Colum- 
nar Pads, Stapling Machines, Staples, Cellulose Tape, Dispensers, etc. 
“OUR PRICES ARE LOWER” 
For prices and further information write or phone: 


ATLAS PRINTING CO. 


“The Accountant’s Supply House” 
663 College St. LLoydbrook 5702 Toronto, Ont. 


tHE CANADIAN SURETY company 
Specialists in 
ACCOUNTANTS’ LIABILITY INSURANCE 


and 
BLANKET DISHONESTY BONDS 


The Company also writes: 
Inland Transportation, Personal Property Floater, Fire, Automobile, Burglary, 
Forgery, Liability, Plate Glass, Aviation Insurance and Fidelity and Surety Bonds. 


Branches: 
MONTREAL - TORONTO - WINNIPEG - EDMONTON - VANCOUVER 


NORMAN COWAN 


Life Insurance and Annuity Counsellor 


@ Government-Approved Pension Plans 
@ Succession Duty Insurance 

@ Business Insurance 

@ Estate Analysis 


IMPERIAL LIFE ASSURANCE COMPANY 
OF CANADA 
320 Bay St., Toronto. WA. 8365 Residence MA. 8896 





Accounting Efficiency 


depends greatly on accessibility of records. Their 
preservation from Fire and Theft can only be assured 
in a reliable safe or vault. 


Consult us as to the type of safe protection 
advisable for you or your client. 


J.6¢J. TAYLOR Limiteo 


Toronto SAFE workKS 
TORONTO - MONTREAL - WINNIPEG - VANCOUVER 
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RELIEVE YOUR MEMORY 


with the Day-by-Day Convenience of a 


FOLLOW-UP FILE 


Those papers on your desk — chances are that among them you have 
matters that should be attended to today, tomorrow, a week or a month 
from mow, or even next year. 

If you could date each memo, letter, etc., to show the day you should 
take action and have a dependable way of having it brought to your atten- 
tion, your desk would be clear of all but immediate problems. A simple, 
practical “follow-up” that fits a deep desk drawer or file drawer has been 
worked out for you — it includes: 


“Set of Daily (1 to 31 Titles) No, AM421T 1/5 Folders 
*Set of Monthly (Jan. to Dec.) No. AM421 1/5 Folders 
25 Special Name or Subject Folders No. 454, 2/5 cut, right tab. 
With titles inserted, No. 421FUO Outfit complete $14.60 
“First grade pressboard metal tabbed folders. 
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CHARTERED 
ACCOUNTANT REQUIRED 


By McIntosh, McVicar & Dinsley, 510 
West Hastings St., Vancouver, B.C. 
Please reply in writing, furnishing par- 
ticulars relative to training, experience, 
age and marital status. 


POSITION OFFERED 

An op presents itself in a 
well established practice centred in a 
smaller Ontario City for a chartered ac- 
countant with a view to partnership. 
Emphasis placed on character and suit- 
ability. Applicants are requested to 
state age, experience, remuneration ex- 
pected and other pertinent informa- 
tion. Replies will be treated in con- 
fidence. Reply Box 97, The Canadian 
Chartered Accountant, 10 Adelaide St. 
E., Toronto, Ont. 


POSITION WANTED 

Young chartered accountant, audit- 
ing, industrial, taxation experience, de- 
sires executive position in progressive 
concern. Excellent references. Reply 
Box 99, The Canadian Chartered Ac- 
countant, 10 Adelaide St. E., Toronto, 
Ont. 


FOR SALE 

Established practice as a going con- 
cern. Situated on the boundary be- 
tween Saskatchewan and Alberta, in the 
heart of the oil development region. 
For full particulars, terms of sale, etc., 
write to Box 101, The Canadian Char- 
tered Accountant, 10 Adelaide St. E., 
Toronto, Ont. 


TWO ACCOUNTANTS 

Wanted for the Montreal office of 
international firm of accountants two 
recently qualified chartered accountants. 
Good prospects. Applicants should 
state age, experience and salary require- 
ments to Box 100, The Canadian Char- 
tered Acountant, 10 Adelaide St. E., 
Toronto, Ont. 
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Questions and Concise 
Answers 


AUDITING & THEORY 
By L. MARDER, LL.B., C.P.A. 


is designed for the final review, that 
period before examination when 
voluminous texts contribute little but 
worry and confusion. It will teach the 
C.A. candidate to answer questions in 
a style preferred by Examiners — 
briefly and to the point, 


1800 — with Answers, 
Cloth—492 pp. a-oeee$ 10,00 


1300 Questions with Sees 


500 — a senate: 
PAGE scssrisrinsticninninnam B00 


Free Descriptive Circular 


CONCISE TEXT PRESS 


P.O. Box 824 - Church St. Annex 
NEW YORK 8, N.Y. 


7.50 


SENIOR STUDENT 
Completing fourth year, desiring wid- 
er experience, seeks employment with 
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COMMENT AND OPINION 


The Annual Meeting 

_ issue will reach your desks 

soon after the conclusion of the 
forty-seventh annual meeting in Toron- 
to, which it is hoped will have been 
for all an informative and pleasant 
occasion. The papers read and com- 
mittee reports will be published in the 
usual way during the next few months. 


Looking backwards over 20 years, 
the development of these meetings is 
most interesting. Then the main pur- 
pose was one of foregathering and en- 
tertainment; the business of the Asso- 
ciation had been conducted by one or 
two committees who reported in a 
rather perfunctory way; and it was cus- 
tomary to obtain a principal speaker, 
unconnected with the profession, who 
delivered what might be called another 
baccalaureate address. Our prospec- 
tive high place in the community was 
seen dimly by him and not a great deal 
more clearly by some of the rest of us, 
particularly the younger members who 
did not find the gates of fortune open- 
ing as quickly or as widely as had been 
expected. The older members were 
reticent about putting themselves for- 
ward and leaving themselves vulner- 
able to attack from other older mem- 
bers. The editor of The Canadian 
Chartered Accountant, with an issue 
every two months, was frequently at 
his wit’s end for material. It did not 
seem to be decent to express one’s own 
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views on the state of the profession 
nor on the state of the published ac- 
counts. A few hardy souls would seek 
advice at the annual meeting session 
under the heading of “New Business”, 
but would receive little attention as the 
afternoon was wearing thin and other 
pleasures and interests beckoned. 


No doubt this was true also of the 
other professions at similar stages in 
their lives and perhaps at the same time 
in the late Twenties. Since then there 
seems to have been an awakening in 
two directions. First, we have acquired 
an entirely fresh view on our duty to 
the public, and, second, we have 
learned, with others it is true, that a 
way to advance is to commune to- 
gether, to make available to others the 
fruits of our experience, and to come 
to joint conclusions on the appropriate 
techniques and responsibilities of the 
profession. This is well exemplified 
in the host of organizations which has 
sprung up in the business field, and 
hardly a day passes by without one’s 
reading of a meeting devoted to tech- 
nical discussions by groups of business 
men such as controllers, purchasing 
agents, cost accountants, internal audi- 
tors and so on. Rarely now do they 
conduct a business meeting and sit 
down to dinner to listen to a guest 
speaker discoursing on a general sub- 
ject. Ordinarily, they listen to one of 
themselves putting forward his views 








88 The Canadian Chartered Accountant, September, 1949 


on the general state of affairs in their 
special field of interest for the benefit 
of all the members. 

We think this is fine, but we do not 
understand what brought it all about. 
Is it the progression expected by the 
leaders, who, for example, formed our 
Institutes in the last 50 to 75 years? 
Did they envisage this swing to wide 
dissemination of advice and experience 
by leaders in the profession? It is re- 
called that one of the principal topics 
of discussion years ago was Ethics and 
Business Practices. Little was said 
about how one conducted the business 
after one got hold of it. Is it just a 
matter of first things first and then 
moving ahead to the next step? Our 
great interest now is to find and then 
report the best and most appropriate 
way to do our duty as we see it and 
this “as we see it” also changes with 
the times. Perhaps after all, it is mere- 
ly the result of growing up. The mind 
of a group acquires experience with 
the maturity of the group without re- 
gard to the ages of the individual mem- 
bers of the group. If this is so, we 
have great things to look forward to, 
provided that we watch that the mind 
of the group does not become senile 
with old age. 


What Is a Profession? 

T” Journal of Accountancy, August 
1949, contains as editorial com- 
ment the following paragraphs under 
this heading. We think that the writer 
has most ably summarized the objec- 
tives of the public accountant and are 
pleased to give the statement a position 

of prominence in this issue. 
In an article discussing the legal pro- 
fession, Fortune recently said that a trade 


is a profession only if, in addition to all 
else, it is powered by a sense of mission. 
Mr. Justice Holmes was quoted: “How 
can the laborious study of a dry and 
technical system, the greedy watch for 
clients . . . the mannerless conflicts over 
often sordid interests, make out a life? 

. . If a man has the soul of Sancho 
Panza, the world to him will be Sancho 
Panza’s world; but if he has the soul of 
an idealist, he . . . may live greatly in 
the law as well as elsewhere.” 


We believe that the accounting profes- 
sion is “powered by a sense of mission”, 
though the mission may not yet be 
clearly defined. A recent president of 
the American Institute of Accountants 
suggested that the task of the certified 
public accountant was to be the guar- 
dian of the conscience of the business 
community. Perhaps that is pretentious, 
but it embodies the idealism which Jus- 
tice Holmes would have approved. 


At least it may be asserted that the 
accounting profession’s mission is to find 
the truth, and develop order and clarity, 
in the complex economy of these times. 
When one considers the vast network 
of accountability which links the various 
elements of society, it is evident that re- 
liance on financial reports of various 
kinds is essential in the structure of 
credit, investment, trusteeship, taxation 
and government regulations. 


To sustain the credibility of such re- 
ports — to make them reliable — is 
a task of noble proportions. It requires 
technical skill and precision in the de- 
sign of accounts and record-keeping, ex- 
perienced judgment in auditing, and an 
objective view of the needs of all con- 
cerned in a fair and unambiguous presen- 
tation of the results. 


To maintain confidence in financial re- 
porting seems a sufficiently high mission 
to support the claims of accounting to 
professional status. 


all 





Ils It Good Business? 


By Bradford Cadmus 


An argument for the use of judgment in the 
application of accounting principles to practical problems 





W INHABITANTS of this contin- 
ually changing world are constant- 
ly met with the necessity for revision of 
our thoughts and our philosophy to keep 
in step with our times. Subconsciously 
and instinctively our first reaction is 
against almost anything that requires a 
revision of our thinking. We are for 
maintenance of the status quo, for things 
as they are. 

A part of this reaction is the continual 
effort to develop certain fixed and change- 
less rules which may be used as founda- 
tion stones for our thinking and our 
actions, These rules have names which 
vary according to the branch of know!l- 
edge that they cover. In geometry, they 
are called axioms; in the sciences, physi- 
cal laws. They are often not susceptible 
to proof; they appear logical from obser- 
vation and, because of this logical ap- 
pearance, serve as the foundation of elab- 
orate structures of reasoning. For exam- 
ple, our science of geometry is built upon 
axioms such as “A straight line is the 
shortest distance between two points’’. 

The truly profound thinkers are those 
who attack not the superstructure, but 
who rather question the rules themselves. 
When they can successfully prove that 
what has been taken for granted is doubt- 
ful or wrong, the whole beautiful struc- 


ture falls in a heap. In our own times, 
we have seen the entire science of astron- 
omy modified because Einstein question- 
ed and proved that light did not always 
follow a straight line. More recently the 
orderly, and apparently natural, separa- 
tions between physics and chemistry and 
between organic and inorganic chemistry 
have been utterly demolished. The div- 
ision of the atom has upset everything. 
Application to Auditing 

In our own field of auditing there is 
often a tendency to lean upon similar 
standards as the basis for appraisal and 
judgment. It would be excellent if a set 
of auditing and acgounting axioms could 
be applied in any situation. In our hu- 
man tendency to have some set marks 
to go by, we are prone to set up axioms 
of our own or to adopt for our use some 
of the rules which have been previously 
proposed by others. 


The use of a code of rules simplifies 
the auditor's task exceedingly. In the 
first place, the rules provide him with a 
set of yardsticks against which to measure 
actual performance. Any deviation is 
either right or it is wrong, and final and 
complete judgment is possible. Another 
advantage of a set of rules is that it 
places the auditor in a position where, in 
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case of any question, he can figuratively 
shrug his shoulders and refer to author- 
ity beyond and above him. 

With all of this business of rules as 
the final basis of judgment, we are in 
complete disagreement. There are no 
sure-fire, universally applicable rules in 
accounting and auditing. Below are giv- 
en some examples of practices that on 
the surface may appear to violate what 
many would consider to be fundamental 
principles. Yet we believe that a com- 
mon-sense consideration of the apparent 
violations will bring some doubt to the 
mind of the most conservative. 


The Examples 


The three examples which are cited 
pertain to cash since cash and its hand- 
ling have understandably been afflicted 
with more dogma than the other branches 
of accounting. Naturally, the reason for 
this is that cash is the universally accept- 
able medium, it is the ultimate goal of 
any defaulter. 


1. Bank Reconciliations 


The reconciliation of bank accounts is 
a sacred principle in almost any business. 
Yet in one business that handled about 
10,000 cheques each year in each of a 
number of accounts, practically no recon- 
ciliations were made. * The cheques were 
small in amount, and were all issued to 
growers of a crop upon its delivery to a 
receiving station during a two-month 
period. The reports of purchases and 
corresponding payments were carefully 
checked into inventory, and each day a 
bank deposit equal to the value of the 
purchases was made. In other words, the 
bank accounts were run on an imprest 
basis. The usual bank statements were 
rendered, but not checked in any manner. 
If the difference between the established 
and actual balances was within $100 
three months after the close of the sea- 
son, no reconciliation was made and the 
account was closed out until the next 


year. Would the satisfaction of having 
the reconciliation justify the expense? 
Why? 


2. Listing of Cash Receipts 


Another favorite principle is that of 
pre-listing cash receipts in a mailing de- 
partment. Now, let us look critically at 
a situation where an office maintains 
only customers’ accounts, no currency is 
handled, all checks received are payable 
to the company and cannot be cashed by 
any person except an officer located in 
the home office 1000 miles away. Is 
there any reason for a pre-listing, just for 
the purpose of subsequent comparison 
with the credits to customers? What can 
go wrong if we have no pre-listing ? 


3. Inviolability of Cash Receipts 


The rather long word expresses the 
sacred nature of incoming cash, which 
many auditors insist must be deposited 
intact, almost without even changing a 
half dollar for two quarters. In the case 
in mind, salesmen settled with consider- 
able quantities of currency as well as 
cheques made out to various payees which 
were turned over to the salesmen by cus- 
tomers. 


The auditor questioned the cashing of 
company pay cheques out of the avail- 
able currency — thus substituting a com- 
pany cheque but not affecting the total 
amount of the deposit which still agreed 
with the settlements from the salesmen. 
The local manager then asked the audi- 
tor: “Now it is wrong to cash Bill Jones’ 
cheque from the receipts?” Answer, 
“Yes”. Next question: “Would it be all 
right for Bill Jones (or his wife) to cash 
the cheque at XYZ store?” Answer 
“Yes”. Next question: “Now, would it 
be all right for XYZ store to give Bill 
Jones’ cheque — previously cashed by the 
store — in payment of XYZ’s account?” 
Answer, “Ye-s-s’”. Next question: ‘Well, 
what’s the difference — whether Bill's 
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wife cashes it at the store or Bill cashes it 
here?” 
The Purpose of Rules 

In each of the examples we have a 
definite deviation from a rule that was 
used by an auditor as authority and basis 
for critical comment. But the strict ap- 
plication of the rule brought about a vio- 
lation of the principles of common sense 
and business judgment. 

All of which leads us to the conclusion 
that in auditing the ultimate and final 
tule is that of common sense and busi- 
ness judgment. There are no hard-set 
principles invariable under all conditions; 
there are no axioms in auditing. When 
we “‘throw the rule book” we are invok- 
ing authority instead of common sense. 


Rules have their value as indicators, 
but never as the standard of final judg- 
ment. A violation of a generally accept- 
ed rule or principle is reason to examine 
and appraise more closely, to insure that 
adequate control exists. 


The Standard of Final Judgment 
Rule books and manuals are comfort- 
ing things to have about in the ever- 


HE Institute of Internal Auditors is 
holding its annual conference this 
year in Toronto at the Royal York 
Hotel on October 9, 10 and 11. This 
is the first time that the Institute will 
have held its annual conference in 
Canada and a record attendance is ex- 
pected, due partly to the novelty of 
visiting this country so far as American 
members are concerned. 

Papers on frauds, inventory control, 
and operational audits will be given at 
part of the conference. An _ all-day 
session on the 11th will be devoted to 
group discussions of control problems 


Is 1+ Good Business? 


CONFERENCE OF INTERNAL AUDITORS 
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changing business scene. They are sign- 
posts, pointing the way; but they are not 
goals or ends in themselves. The fact is 
that most advance and progress in ac- 
counting, as well as in science, is made 
by those who have the courage, or the in- 
telligent laziness, to deviate from the 
prescribed routine, substituting some 
other that has a greater practical appeal. 
So, when we find a variation, it must 
be judged not by the books but by the 
standards of business sense— 
1. Do we have effective operation? 
2. Do we have economical operation? 
3. Do we have adequate control? 
4. Does it make sense? 
In short, is it good business? 


Conclusion 
When we make our final judgment on 
the basis of good business, we are on 
solid ground; we can reach a conclusion 
that will be the most logical and defens- 
ible to management, accountant and aud- 
itor. The auditor should always ask 
himself “Why?” and never take any an- 
swer but the one that is reasoned out and 
acceptable to himself, because that is the 

best one for his business. 






affecting particular industries, since the 
nature of the Institute is such that most 
of the members are from the larger 
corporations on this continent. Visitors 
are welcome to these sessions. 

The general chairman of the con- 
ference is W. J. L. Townsend of 
Canada Packers Limited, and the in- 
ternational president of the Institute 
this year is A. J. E. Child of the same 
company. Information regarding pro- 
grammes may be obtained from Mr. 
Robert C. Baird, Canada Life Assur- 
ance Company, University Avenue, 
Toronto. 











A Recent Book 


Introduction To Accounting by Robert 
R. Milroy and Geoffrey L. Car- 
michael: Houghton Mifflin Company, 
1949, pp. 855 and index. 

If the test of a text book is that it is 
“self teaching”, then this book is a 
good one. It should be possible to 
ascend a spiral staircase to an ivory tower 
with a copy of Milroy and Carmichael 
under one’s arm and to emerge some 
time later with a sense of achievement. 

The book contains separate but brief 
chapters on the verification of closing 
balances, job order cost accounting and 
process cost accounting that may have 
something to be said for them. They 
are commendable if they tie in the sub- 
jects of auditing and cost accounting 
with accounting as a whole. 

An innovation which the authors have 
introduced (at least the writer has not 
seen it before) is the use of red lines to 
cross-reference certain figures in ledger 
accounts, books of original entry and 
financial statements where the authors 
wish to emphasize something in partic- 
ular. The lines are faint and the idea 
is not overdone; for which we may all 
be extremely grateful. In less discreet 
hands it could have been horrible. With- 
in its present bounds the device is prob- 
ably quite helpful. 

The authors’ introduction of work 
sheet technique at an early point meets 
the American demand for columnar pre- 
sentation and keeps the market for 14- 
column paper buoyant. The English 
and Canadian practice of managing 


somehow to prepare financial statements 
directly from a preliminary trial balance 
and supplementary information must 
seem an act of sheer wizardry to our 
American friends. In the reviewer's 
opinion the explanation of the work 
sheet is best deferred and introduced 
later merely as a useful device in prac- 
tice for the preparation of interim 
financial statements when the accounts 
would not actually be closed out. 

In the reviewer's opinion the authors 
were not up to their usual standard in 
introducing control accounts and sub- 
sidiary ledgers. Of course no matter 
what one does, says, or writes, there will 
always be students who think that the 
control account “balances” because it is 
posted directly from the subsidiary led- 
ger. But the number of such students 
can possibly be reduced by emphasizing 
that control accounts are part of the 
system of internal check, and provide 
an independent check of one clerk’s work 
by another. The idea of the independ- 
ent check was possibly not exploited 
enough. 

The publisher's advertisement states 
that the book has an interesting style. It 
is really something to sustain an interest- 
ing style for 855 pages but the pub- 
lishers appear to be correct. The authors 
must have worked in relays. They have 
achieved their effectiveness through the 
use of short sentences and familiar 
words. The reviewer does not recall any 
instance of an obscure phrase. 

J. E. Smytn, C.A. 
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PARAPHRASE the Institute of In- 

ternal Auditor's Statement of Re- 
sponsibilities, internal auditing is a prac- 
tical technique designed to accomplish 
the following: 

1. Ascertain the degree of reliability 
of accounting and statistical data de- 
veloped within the organization. 

2. Ascertain the extent to which com- 
pany assets are properly accounted for 
and safeguarded from losses of all kinds. 

3. Ascertain the extent of compliance 
with established policies, plans and pro- 
cedures. 

4. Review and appraise the policies and 
plans of the organization in the light 
of related data and other evidence. 

5. Review and appraise the internal 
records and procedures of the organiza- 
tion in terms of their adequacy and ef- 
fectiveness. 

6. Review and appraise performance 
under the policies, plans, and proced- 
ures. 

It will be realized that this is no small 
assignment for a staff group within a 
corporate organization. Such staff must 
be well trained and adequate in numbers. 
To illustrate, one corporation in this 
country has a budget for internal auditing 
of approximately one million dollars. 


Case Studies in Internal Auditing 


(President, Institute of Internal Auditors) 


A detailed study of the internal auditor's 
function in a large Canadian industry 


By A. J. E. Child 





As illustrations of the foregoing, three 
groups of case studies are presented: 
1. Routine internal audit functions. 
2. Special assignments to determine 
the efficiency of an operation. 
3. Special investigations of fraud and 
theft. 

The experiences and practices utilized 
are for the most part drawn from our 
own company. Because the meat pack- 
ing industry is one of the less-publicized 
(perhaps due to its lack of any glamour), 
it is necessary to give a brief description. 


The Meat Packing Industry 


Our company processes and markets 
meat, poultry and dairy products, veget- 
able oils, fruits, vegetables, fish, mineral 
fertilizers, and the by-products of all 
these. The physical equipment consists 
of packing plants, cold storages, oil re- 
fineries, creameries, canneries, fertilizer 
and feed plants, leather tanneries, and 
wholesale warehouses, about eighty units 
altogether. These extend all across Can- 
ada and into some parts of the United 
States. The annual volume of business 
is about 250 million dollars. 


There are special control problems in 
an industry of this kind: 


Reprinted by permission from The Accounting Review, April, 1949. 
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1. Because of the wide geographical 
spread of the various units, supervision 
by remote control is necessary and com- 
plicated. The internal audit department 
is, therefore, regarded very much as the 
eyes and ears of management. 

2. The management and accounting 
systems are highly decentralized. Down 
to the smallest unit, local management 
has wide powers of initiative and action, 
and all accounting records up to a gen- 
eral ledger are kept locally. - The control 
of cash, receivables, and payables is local. 
This requires frequent and detailed audits 
of the smaller units, although at large 
plants good internal check can be oper- 
ated by local management 

3. The nature of the products handled 
requires special safeguards against spoil- 
age and theft. An internal auditor must 
constantly check the conditions of mer- 
chandise, the storage and warehousing fa- 
cilities, and the effectiveness of inventory 
control. 


The internal audit department in our 
company consists of ten auditors of vary- 
ing degrees of experience, plus several 
clerical assistants. This is somewhat small 
for adequate coverage. At present the 
size of the staff is limited by the number 
of senior auditors available to give on- 
the-job training, a necessity no matter 
what the previous experience of a new 
man may have been. 


Every corporation has its own ideas of 
the services its internal audit department 


should provide. In brief, our company 
wants the following: 
1. The objective reporting of ineffi- 
ciencies and sub-standard work, along 
with recommendations for correction and 


improvement. 
2. Prevention and detection of fraud 


and theft, preferably prevention. 
Regarding the first of these objectives, 
the following instructions are given to 
our auditors: 
In any department, determine first of 
all the reason for that department's exist- 
ence. What is it supposed to do? Then 


ask yourself if, with the material it has 
to work with, it achieves its purpose in 
the shortest possible way. 


Routine Assignments 
What might be called routine assign- 
ments include three main sections of our 
audit program, namely, accounts payable, 
accounts receivable, and inventories. 


Accounts Payable 


Every one of our units pays its own 
bills locally. Purchases of raw material 
and saleable merchandise are almost com- 
pletely under local control. Expenditures 
for equipment and supplies in excess of 
certain amounts are subject to head of- 
fice authorization. 

The internal audit department, there- 
fore, faces the following problems: 

1. In general, it must see that no 
money is paid out for which we have 
not received full value in goods or ser- 
vices. More particularly, we wish to 
know 

2. That raw materials and merchandise 
were bought at the market, in good con 
dition, 

3. That quantities paid for were act- 
ually received, and 

4. That payments for capital and ex- 
pense items were properly authorized. 
As is common practice, all purchases 

must be initiated by a purchase requisi- 
tion sent from the department requiring 
the goods to the purchasing department. 
The vendor's invoice, when received, 
must agree with the specifications on the 
requisition. All deliveries are made to a 
receiver, and the quantities shown on his 
report must be the same as charged by 
the vendor. Our method of audit is as 
follows: 

1. The auditor examines and observes 
in detail the operations of the purchas- 
ing, accounts payable, and receiving de- 
partments, in order to appraise compli- 
ance with system, efficiency of personnel, 
and whether the present system is suited 
to actual conditions and requirements. 
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At receiving points he will try particu- 
larly to determine by observation and 
questioning the extent to which incom- 
ing goods are conscientiously counted, 
weighed, examined, and recorded. 


2. All desks, files and correspondence 
are examined with a view to reporting on 
a. neatness and orderliness, 
b. answering of correspondence, 
c. condition of the work, to make sure 
that orders are not being delayed. 


3. Incoming correspondence goes to 
the auditor for several days. 


4, The files of unfilled requisitions 
are checked to see which vendors are late 
with invoices. Vendors’ invuices on 
hand are also checked to see if there has 
been faulty receiving or requisitioning on 
our part. 

5. We have both a voucher system and 
an accounts payable ledger system, the 
use of either depending on local condi- 
tions. If the latter is used, the ledgers 
are checked in detail for balances, ad- 
justment, and age of accounts. Postings 
are tested, and vendors’ statements are 
checked against the ledger accounts. 
There are always certain vendors’ state- 
ments on hand; in addition, the auditor 
requests verification statements from a 
group of vendors. 


6. A representative number of files of 
vouchers are examined in detail and 
checked to the controls. In his examin- 
ation of the vouchers the auditor looks 
for: 

a. Completeness of the voucher, that is, 
there must be our requisition, vendor's 
invoice, and our receiving records. All 
must agree. If the delivery of goods is 
a complicated one, there must be on file 
all documents necessary to show that we 
received exactly what we paid for. There 
is no rule of thumb; the auditor must 
know what is required in every case. 

b. The auditor passes judgment on 
neatness. We do not tolerate careless or 
untidy work at any point. 
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c. Complete authorization must be evi- 
denced by the signatures on the vouch- 
ers. 

d. There must be complete evidence by 
signatures that quantities, specifications, 
prices, and arithmetic have been checked. 
Arithmetic is tested by an audit clerk. 

e. If necessary, competitive prices must 
be obtained. 

f. Date of the voucher is noted. We 
do not tolerate late vouchering, and we 
insist on prompt payment to our vendors. 
7. Besides checking ledgers and vouch- 

ers, all additions of listings and controls 

are checked by comptometer operators 
and the totals verified to the controlling 
accounts. 

In summary, we believe that our 
method of internal audit relating to ac- 
counts payable is the best we can devise 
to guard against fraud and important 
errors. We do not pretend that it is 
very effective in preventing an arrange- 
ment between a vendor and one of our 
buyers to shade a price in the vendor's 
favour. We buy in very large quantities 
and it is difficult to detect a purchase 
that is a fraction of a cent a pound too 
high. 

We believe that our internal audit has 
kept these departments operating in or- 
derly fashion, with minimum staff, and 
has ensured that the work of purchasing 
and vouchering is always up to date. 


Accounts Receivable 

Every retail butcher and grocer in 
Canada is our customer, plus thousands 
of other businesses and institutions that 
use our products and by-products. Our 
salesmen blanket the country, and they 
collect most of the accounts. We have 
twenty-five sales offices, each with its 
own accounts receivable ledgers, which 
are in charge of a credit manager. The 
individual control of accounts is at the 
local office, but policy is set at head office, 
and overdue reports are sent to head of- 
fice once a month. For the most part, 
the meat packing industry allows a week's 
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credit only, and none of the large com- 
panies will allow much delinquency. 


The internal audit department is con- 
fronted with the following: 


1. It must verify, at widely scattered 
points, that the accounts due from 
customers are represented in the correct 
amounts in the ledgers. 

2. Because accounts are paid to the 
salesmen, the auditors must be alert to 
the possibility of the withholding of 
collections. 

3. The auditor must appraise the efh- 
ciency of local credit management, and 
of the clerical work in the accounts re- 
ceivable department. 

4. The accuracy of reports to head of- 
fice must be verified. 


With these requirements in mind, our 
auditors usually visit accounts receivable 
departments on a surprise basis and take 
possession of one or more ledgers. The 
accounts are checked in detail to a cur- 
rent trial balance, or the auditor makes 
his own. All accounts are proven for ad- 
justment, and postings are tested. The 
age of the accounts is checked to the 
latest overdue report, or the auditor com- 
piles his own overdue report if his visit 
is not at or near the end of the month. 


The files, records, and routine of the 
department are closely examined for 
evidence of inefficiency in any way. It 
is our rule in accounts receivable work, 
that all posting and balancing must be 
completed each day, and the auditor re- 
ports any failure to observe this rule. 


Verification statements are mailed to 
all the customers of certain salesmen. 
Usually the writing of these statements 
is done by local clerical staff but the audi- 
tor must check them to the ledgers and 
supervise their mailing. Occasionally an 
auditor will personally call on a number 
of customers to verify their accounts at 
which time he will naturally be interested 
in the customers’ reactions to our prod- 
ucts and service. 


After completion of the audit, the au- 
ditor’s report covers: 

1. His opinion of the local credit man- 
agement, supported by comment on indi- 
vidual accounts. 

2. An appraisal of the mechanical effi- 
ciency of the department and the person- 
nel. 

3. Comment on any errors or omis- 
sions found during the audit. 

4. Manipulation of collections. If such 
a case is found, a special report is made. 


The main idea, of course, is to present 
to the executives and the general credit 
manager a report on the department that 
will give them all the facts that they 
would seek if they made a personal visit. 


Inventories 


The extent of inventory verification by 
public accountants throughout the country 
may vary widely, but in our company 
there are no qualifications to the check 
required from the internal audit depart- 
ment. Every time an auditor visits one 
of our locations he must check the inven- 
tory completely, and at the end of the 
financial year a complete check is made 
throughout the company under the super- 
vision of the internal audit department. 
Emphasis is laid on this because of the 
perishability of many of our products, 
the danger of theft, and the possibility of 
manipulation of inventory figures to cov- 
er operating losses. The last is a serious 
matter because of our policy of decentral- 
ized operations, and of our practice of 
weekly profit and loss statements. On 
occasion a department manager may think 
that, by inventory manipulation, he can 
cover up a bad week, and then regain 
the lost ground in the following week. 


All this responsibility presupposes that 
our internal auditors are familiar with 
our products, and limits recruits for the 
department to men of some experience. 


At branch warehouses, the auditor 
checks all of the inventory at one time. 
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At large packing plants, the inventory 
is usually checked in sections. 


Whenever possible, the auditor or au- 
ditors will do everything themselves, But 
if the inventory is too large, local men 
are enlisted who have no connection 
with the inventory to be checked. They 
are given written instructions and are re- 
quired to sign a certificate as to their 
check. 

The method of check is to visit every 
room in the building and record every- 
thing found there. The inventory sheets 
are then priced, totaled, and compared to 
book records for both weight and value. 
The auditor always takes one or more men 
with him who are familiar with the in- 
ventory to assist him in locating, moving, 
piling, counting, or weighing the prod- 
uct. 

Special attention is paid to obsolete, 
damaged or inferior goods. 


Checking 


It goes without saying that the book 
records will also be checked to make sure 
they are accurate. The auditor must also 
be on his guard that all product received 
has been vouchered and that there are no 
large fictitious sales just prior to his visit. 

With our system of weekly results, it 
is often possible to check the inventory 
at the close of the week’s business, and 
the book records will then be cut off in 
4 normal way. Im any case, it is not 
difficult, if in the middle of a week, to 
post purchases and sales up to the time 
of inventory check. 

There is nothing very complicated 
about the auditor's report on this task. 
Since we handle many products subject 
to shrinkage there are always a number 
of discrepancies. The auditor reports 
only those he feels to be abnormal. 
Where the discrepancies are abnormal, 
the auditor tries to determine the reasons, 
which may be due to clerical error, poor 
operating, manipulation, or theft. This 
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is the most difficult part of the assign- 
ment, and often means hours of unre- 
warded work. 


The auditor's report also deals with the 

handling of the stock, adequacy and 
condition of space, slow-moving lines, 
and condition of product. 


Special Assignments 


The first illustration in this section 
concerns an examination of accounts, and 
survey of operations, of a conversion 
plant of a heavy-industry corporation. 
The parent corporation maintains a reg- 
ular internal audit department. Its pro- 
gram, however, did not cover this conver- 
sion plant, as its character and relation- 
ship were not permanent. 


As stated in the report to the chief 
auditor, this assignment was to deter- 
mine: 

1. Whether the accounts of the conver- 
sion plant appear fairly to reflect all of 
its financial transactions since inception 
of its operations, and its current financial 
position; 

2. Whether its property accountability 
records appear fairly to reflect the kinds 
and quantities of property for which it 
must account, and whether the quantities 
which the records show as on hand are 
in fact on hand; 

3. Whether its accounting procedures 
and system of general accounting control 
appear to be adequate, and 

4, Whether the status of its affairs and 
the progress of its work in general ap- 
pear to be satisfactory. 

The audit report in this case covered 
forty-eight pages, but it is condensed in 
the following pages to show the scope, 
methods and results of the assignment. 

The auditors were given a free hand 
to pursue whatever methods they consid- 
ered necessary to achieve their purpose. 
This audit differed from a routine assign- 
ment in that the auditing department had 
never visited the plant before, and, be- 
cause it was not included in the audit 
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program, there was no laid-down pro- 
cedure as a guide. Further the auditors 
were not on familiar company ground, 
and therefore had to proceed with caution 
and tact in their examinations and con- 
versations. 
The senior in charge states that his 
staff 
examined the trial balance, supporting 
schedules and statement of contract docu- 
mentation. They reviewed the account- 
ing procedures and system of internal 
control, and, without making a detailed 
audit, examined or tested accounting, 
property accountability and other records 
in. a manner and to an extent deemed 
necessary; in addition, inspected the 
physical facilities and arrangement of the 
plant, reviewed its mode of operation, 
and discussed the status of its affairs and 
the progress of its work with its man- 
agement and supervisory personnel. 


Important Points Disclosed 


The report disclosed a number of im- 
portant points: 

1. The plan of organization approved 
by the controlling company had not been 
put into effect, with the result that some 
activities were organized in a manner 
never approved by proper authority. 

2. Liaison between the conversion 
plant and head office had been unsatis- 
factory. 

3. No person had been designated for 
the maintenance and further development 
of the plant’s standard practice manual. 

4. Responsibility for certain stores was 
to have been transferred. This had not 
been done. 

5. Surplus stocks of contract material 
appeared to be excessive. 

6. Control of material quantities sent 
to sub-contractors appeared to be inade- 
quate. 

7. Certain accountability records of im- 
portance had not been completed on 
schedule. 

8. Periodic physical inventories had not 
been complete. 

9. Physical inventories had not been 
taken by disinterested persons. 


10. Internal check in the payroll de- 
partment was inadequate. 

11. Stockrooms did not maintain ade- 
quate records to show the definite loca- 
tion of all parts and materials stored. 
Enumeration of these findings should 

illustrate the value to management of this 
type of assignment. A few trained men, 
in a few weeks, had been able to give to 
the home office a very detailed picture of 
operations at this plant. It is almost as 
if the executive office could see into the 
operations with a long-range telescope. 
The situation as it exists is set forth 
clearly for managerial review and action. 
In the forty-eight pages of the report 
all necessary information is given to sup- 
port the summarized findings. 

The report is divided into sections, 
each section giving the findings for a 
particular area of responsibility at the 
head office. For example, one part is 
directed to the organization control de- 
partment, another to the chief account- 
ant, and another to the material and 
procurement department. 

The chief auditor was responsible for 
seeing that the report went to every ad- 
ministration and supervisory person con- 
cerned, in order that the full value of 
the report would be realized. 


A Check of Truck Deliveries 


Returning to our own industry, the 
next case history deals with a check of 
truck deliveries. At this point it might 
be well to explain the origin of special 
assignments. In our company, the head 
of the internal audit department reports 
through the assistant treasurer to the (fi- 
nancial) vice-president. Above the lat- 
ter is the president, with whom there is 
not much direct contact. Special assign- 
ments are handed to the internal audit 
department by all three executives, or 
may be initiated by the head of the audit 
department. In actual practice, most of 
them originate with the vice-president 
and assistant treasurer. 
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To proceed with this example, good 
delivery service is essential in the meat 
industry. Every shipment from a plant 
or warehouse contains food that is high- 
ly perishable, If it is not properly pack- 
aged and handled, if it is not delivered 
promptly under correct temperature con- 
ditions, important losses may result to the 
company and to the community's food 
supply. Moreover, the fierce competition 
in the meat industry makes it necessary 
that our delivery service be of the best. 
A still further reason for the checking 
of our deliveries is the possibility of theft, 
effected by collusion between plant 
workers and truck drivers. 

The daily responsibility of the fore- 
going rests, of course, with the superin- 
tendents and foremen in charge of ship- 
ping and deliveries. They should main- 
tain high standards and keep alert for 
misdemeanors. It is human nature, how- 
ever, to live with an operation and not 
detect the signs of deterioration. In- 
efficiencies creep in unnoticed by those 
charged with day-to-day supervision. The 
following episode will illustrate this. 

On this assignment it was decided to 
check the deliveries made from eight 
trucks going to various points within a 
radius of 100 miles. These trucks are 
loaded in the night and begin delivery 
at their earliest point of call as soon as 
business opens for the day. 


Secrecy Essential 


Four internal auditors and four senior 
men from the general office were selected. 
Without any previous warning they were 
given sealed instructions at 5:00 o'clock 
in the afternoon, which ordered them to 
report to the audit department office at 
3:00 o'clock in the morning. This 
secrecy is necessary to prevent any hint of 
the check leaking out to the shipping and 
trucking departments. Any such warning 
would destroy the usefulness of a check 
of this kind. 


This assignment illustrates one method 
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of enlarging the scope of a small internal 
audit department. That is, four men 
from the general office were used in the 
assignment, since it was of such a nature 
that specialized training was not neces- 
sary, and very explicit written instructions 
were given. The same principle can be 
applied to other special assignments. It 
is necessary, of course, to carry the sup- 
port of local management in such cases, 
as we would not think of summarily 
drafting men without a previous under- 
standing with their superiors. 


The eight trucks were boarded by the 
auditors just as they pulled away from 
the plant. The auditors presented a let- 
ter of authorization to the drivers and 
requested possession of all delivery docu- 
ments, At each call, the auditor check- 
ed the goods against the shipping bills, 
examined the condition of the goods, and 
generally observed the whole delivery 
process. Without stressing that there 
was anything special about the visit, cus- 
tomers were invited in friendly fashion to 
give their opinion of our goods and ser- 
vice. 


Report 


A written report was made by each 
man upon return to the office, and these 
reports were summarized by the audit 
department. Reports and summary were 
sent to. management and all operating 
departments concerned. The summary of 
this particular check was briefly as fol- 
lows: 


1. Two items on the trucks were not 
covered by invoices, and one item was 
invoiced but missing from the truck. 
These were fully investigated by the in- 
ternal audit department, which found no 
evidence of dishonesty but did find errors 
‘and weaknesses in loading and checking. 

2. Some trucks were loaded, pulled up 
on the road outside the plant, and left 
for as long as an hour without guard. 

3. Trucks were left at sub-depots, 
awaiting drivers, without guard. 

4. There were some delays between 
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completion of the loading and departure 

of truck. This resulted in late deliveries 

and product deterioration. 

5. Due to improper packaging, there 
was damage to other goods from certain 
meat products which must be shipped in 
a wet condition. 

6. Heavy goods were being loaded on 
top of lighter packages. 

7. Cartons were improperly stitched, 
due to failure to follow instructions. 

8. The white coats worn by some 
drivers were not clean enough, and some 
needed repair. 

9. One truck was badly overloaded. 

10. The time schedule for loading and 
dispatching needed revision. 

As previously stated, the report of 
these conditions was sent to all manage- 
ment personnel concerned, with the result 
that steps were taken to correct the weak- 
nesses revealed. While these conditions 
may have come to light one by one, an 
investigation of this kind was able to 
focus attention quickly on all the short- 
comings of the whole operation. 


Fraud and Theft 


The final section of this paper deals 
with a part of the internal auditor's work 
that is always unpleasant but nonetheless 
very important, the investigation of fraud 
and theft. There is a strong tendency 
among internal auditors today to play 
down their work in this regard, and to 
concentrate their efforts and ideas on 
other services to management. Such a 
trend is all to the good, and the Institute 
of Internal Auditors is doing much to en- 
courage it. Nevertheless, an internal 
auditor will be faced with work on defal- 
cations, and for that work he should be 
well trained indeed, because it is very 
difficult and very specialized. The fol- 
lowing examples will indicate some of 
the special techniques that are necessary. 

It might be appropriate to remark at 
this point that inexperience in such in- 
vestigations, and consequent lack of 
prompt action, has often resulted in fail- 
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ure to find out all the facts, inability to 
recover all or part of the loss, and con- 
siderable waste of time. Nothing can 
play havoc with an audit program so 
much as a defalcation that takes weeks of 
investigation, and therefore the internal 
auditor should know exactly what to do, 
and how to do it quickly. 


Withholding of Collections 


One of the common misdemeanors is 
the withholding of collections by sales- 
men. They are usually detected by send- 
ing verification statements to customers, 
or by intelligently examining accounts. 
The following will illustrate both. 


During the audit of one of our plants, 
our man sent out verifications to the 
customers on several sales territories, as 
soon as he arrived in that particular city. 
Several days later one of the verifications 
was returned with a notation that a small 
item was not in order. The territory 
concerned covered a number of small 
towns the centre of which was about 
50 miles from the plant. 

The auditor decided to investigate at 
once, and on the spot, even though there 
might only be a mistake involved. Tak- 
ing the local office manager with him, 
he drove to see this particular customer 
and found his suspicions were confirmed. 
The customer's receipts showed that pay- 
ments had been made to the salesman 
and had not been reported by him. 


With one concrete example in his pos- 
session, the auditor had to decide whether 
to check further customers, or whether to 
question the salesman first. He decided 
on the latter, hoping that the salesman 
might tell him all the facts and save some 
time, even though the salesman’s story 
would have to be verified later. 

As is all too usual, and all too foolish, 
the salesman denied that there were any 
further items. He made the excuse that 
he had temporarily borrowed the amount 
already detected and intended to turn it 












in the next day. In denying further mis- 
appropriations, it is possible he thought 
he could cover up before the auditor com- 
pleted his check. 

The auditor immediately began calling 
on the customers close at hand. The 
very first call disclosed a second shortage. 
For the next two days our man called per- 
sonally on all accounts which might bear 
checking in this way, and completed the 
check by telephone and mail. Several 
more shortages turned up. _ Fortunately 
the whole amount was not large, but 
could easily have been greater if the 
salesman had not been caught early in the 
game. 

On another occasion, the examination 
of an accounts receivable ledger disclosed 
one territory on which the number of 
overdue accounts seemed high. The au- 
ditor’s suspicions were aroused, and he 
talked them over with the credit man- 
ager and the sales manager. The for- 
mer agreed with the auditor, but the sales 
manager discounted the idea because of 
the long service and good record of the 
salesman concerned. He said the man 
was just doing a poor collecting job. 

The auditor was not satisfied and went 
to his superior. The chief auditor de- 
cided that the suspicion was strong 
enough to warrant an investigation. He 
despatched an auditor by train that night 
to the city concerned, about 200 miles 
away. The next morning he had a tele- 
phone call from the auditor saying that 
the salesman had been contacted on ar- 
rival and had at once confessed to a 
shortage of approximately a thousand 
dollars. He gave the auditor a list of 
accounts and amounts involved. The au- 
ditor then drove with the salesman to see 
every customer. In this case, an unusual 
one, it was verified that the salesman had 
given the full facts when first chal- 
lenged. 

Conclusions To Be Drawn 


The important conclusions to be drawn 
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from these cases are, first, that it pays 
to investigate promptly even slight evi- 
dence or suspicion of defalcation. Second, 
the investigation must be carried out 
quickly and completely, before there is 
a chance to cover up. In many cases 
of this kind, the auditor will be work- 
ing alone and, therefore, must make the 
decision as to course of action. 


In this type of assignment, the internal 
auditor must be able to make friends with 
the company’s customers so that he will 
be given free access to all records neces- 
sary. He should not, however, discuss 
the matter but leave the impression that 
the check is routine. A knowledge of 
retail accounting is helpful, so that the 
auditor can get quickly to the essential 
documents and information he needs. 


In another case several years ago, two 
of our internal audit staff were covering 
a routine audit at a small plant. On such 
an audit all departments are examined 
fairly closely, as the local staff is small 
and it is difficult to build up much in- 
ternal check by sub-division of duties. In 
other words, various individuals have 
considerable local responsibility. An 
example that fits into this case is that the 
manager of the dairy products depart- 
ment, or produce manager, not only did 
the buying and selling of his particular 
lines but had some accounting duties in 
connection with inventories and weekly 
profit and loss statements. This particu- 
lar man was a trusted senior employee 
of many years’ service. 

In the examination of this department, 
part of the inventory was taken and 
found correct. More inventory was to 
be checked a few days later. In the in- 
terval inventory prices of butter were 
compared from week to week, and were 
found to have have been increased a 
quarter of a cent a pound for no apparent 
reason except, to the suspicious mind of 
the auditor, to make the operating results 
look a little better in some weeks. There 





102 






were also some mistakes in the storage 
records. 


The produce manager’s explanations 
of this were vague, and the auditor de- 
liberately gave out a broad hint that he 
was going to check some more inventory 
the next morning. 


Late that night the local plant manager 
reported to the auditor that the produce 
manager had confessed to a shortage of 
$1,800.00 in inventory. He claimed he 
had raised inventory prices and quantities 
to cover trading losses, hoping to redeem 
them later. 


Next morning the auditors took the 
following steps: 

1. The inventory was completely 
checked. It consisted of merchandise 
and supplies stored at the plant and 
several outside storages. The shortage 
proved to be in the neighborhood of 
$10,000. 

2. Examination of vouchers and ac- 
counts revealed forged receiving and pur- 
chase vouchers, storage vouchers ab- 
stracted from the mail and destroyed, and 
fictitious purchases and sales with out- 
siders. Shortages were covered up by 
forged verification statements, and by as- 
sistance from a storage clerk. 


Catching the Coadjutors 


It was quickly apparent that it was 
most important to find out the receivers 
of the stolen goods. The fictitious sales 
supplied the names of two wholesalers, 
and these were visited at once by both 
auditors, before the man involved could 
say much to them, and before they could 
think up good stories. Both auditors 
went, as two witnesses are better than 
one. 

The wholesalers were caught off bal- 
ance. At one place the auditors demand- 
ed to see the books. The man concerned 
was frightened and had not had time to 
see his lawyer. Without realizing he 


could refuse, he brought out his books 
and the auditors found valuable evidence 
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therein. The other man was visited in 
the same hour. He, too, was bluffed 
into showing records and gave consider- 
able verbal information which was 
promptly written down by the auditors. 


As was to be expected, both men im- 
mediately sought lawyers, but the damage 
had been done so far as they were con- 
cerned. The auditors had made the right 
decision in hastening to see them within 
hours of finding traces of collusion with 
outsiders. 


The next steps were long and pains- 
taking, that of examining records and of 
questioning suspects and others. This 
tedious work is often avoided by investi- 
gators, but we consider it very necessary. 
By this means we try to build up a 
factual story of the misappropriation, 
and we try to obtain the maximum of 
documentary evidence. This latter is 
very useful in court, if necessary, and 
often leads to admissions by the person 
concerned when confronted with it. 
Further, the internal auditor must always 
think of trying to recover the amount 
stolen. 


Defalcations of the kind illustrated are 
seldom easy to trace, and this was no ex- 
ception. When we were finished we 
were not sure that we had uncovered the 
full extent of the thefts, and we were 
able to trace only a portion of the stolen 
goods. For the most part, we could tell 
when the shortages occurred and the- 
method of covering them up, but we were 
unable to find where most of the goods 
went, 


Because of lack of complete evidence 
from the files and from the men involved, 
our auditors undertook a very thorough 
cross-examination of every person, in our 
employ or otherwise, who had associated 
with the malefactor. This took several 
weeks, because the same ground was cov- 
ered several times with the same people. 
This persistence was finally rewarded 
when a woman remembered visiting a 
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certain bank with the wife of the sus- 
pected man. That minor item enabled our 
men to locate several bank accounts, re- 
cover some of the money and obtain ad- 
ditional evidence. 

The methods used to escape detection 
in this case were interesting. Some of 
them were simple, but were possible be- 
cause of the carelessness of other em- 
ployees. 

1. Vouchers from storage companies 
were abstracted from the mail and, there- 
fore, not posted. 

2. Inventories and storage records in 
this small plant were in the control of 
the guilty man. He falsified them as he 
saw fit. 

3. Independent checks of the inventor- 
ies were circumvented by false verifica- 
tion statements, withholding of purchase 
and receiving vouchers, fictitious sales, 
and sheer carelessness of some checkers. 

4. There was collusion with outside 
persons in the case of false verification 
statements and fictitious purchases and 
sales. 

5. The bank records revealed the pay- 
ment of bribes by certain wholesalers to 
invoice one grade of goods, but deliver 
an inferior grade. 

It will be obvious that we took im- 
mediate steps to plug all the loopholes 
thus revealed, and the systems at all other 
plants were examined for similar weak- 
nesses. The audit had the further result 
that a portion of the loss was recovered, 
but not all of it. The evidence collected 
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was sufficient to bring all concerned into 
court. 


Conclusion 


The following qualifications appear to 
be those most needed by an internal 
auditor: 


First, he must be an experienced ac- 
countant. Many graduates of good ac- 
counting and business courses in schools 
and universities want to step at once into 
the internal audit department. Possibly 
the glamour appeals to them. The recent 
graduate will do better in the long run 
by first obtaining considerable experience 
in clerical, accounting, and operating 
positions. This seems especially true when 
thinking of a job like internal auditing, 
which deals mostly with the things that 
go wrong, not with those that go right. 


Second, only a man who can think 
quickly on the spot and is willing to 
make decisions on his own will ever be 
a good internal auditor. 

Persistence and patience are other nec- 
essary qualifications, as illustrated in 
several of the cases above. 

Finally, the utmost ability to be tact- 
ful, diplomatic and personable is needed. 
An auditor spends much of his time in- 
terviewing and questioning all kinds of 
people. He must get results without 
antagonizing, and without saying one 
word that might be harmful to himself, 
his department, or his company. 
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Illustrations of a logical method of 
preparation with minimum working papers 





OR PRACTICAL PURPOSES, in 

the offices of professional accountants, 
detailed columnar working sheets are es- 
sential. Under examination conditions, 
however, some means of more direct con- 
solidation will be useful. The method 
now to be illustrated in a few carefully 
gtaded examples is based on a logical ap- 
preciation of the objects to be gained and 


has for many years been successfully used 
by the writer and his students. 

The following graded illustrations can 
be regarded as only a brief introduction 
to the complexities of consolidation. But 
if the student works carefully through 
each example it is hoped that he will 
gain a clear idea of the basic principles 
involved. 


ILLUSTRATION I 


X, Ltd. buys all the shares in Y, Ltd., 


sheets on this date, immediately after the 




















on 31st December, 1948. The balance purchase, are as follows: 
X, Lro. 
Investment in Y, Ltd. 
aD NIG VERE AMIE cin 5 sice ss oscw cach Sovesbvuasabesas sscacssvtaaseas $270,000 
Other assets weshiveievess 500,000 
770,000 
Creditors ara 120,000 
SOE IRIN 9 cosse 22 Coos Pee nchievd eve rerae stead eeives vis ckscesssnai bier teusyaaeNeAi ; 500,000 
General Reserve 100,000 
Surplus 50,000 650,000 
770,000 
Y, Lro. 
Assets $300,000 
Creditors 30,000 
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Share Capital: 


Se NR resi ian is Se amccxcsiabales 


Surplus 


Solution 
In this simplest of examples the con- 
solidated balance sheet immediately 
results from merging the two balance 
sheets and cancelling X, Ltd.’s invest- 
ment against the share capital and sur- 
plus of Y, Ltd. This is a case of a 


105 
‘ilies teaadlaierite nctiaeaatal $25,250,000 
pi asabihidaeteini Neila camidad 20,000 
270,000 
300,000 


100% holding, where the amount paid 
exactly equals the book value of the 
shares of the subsidiary, and consolida- 
tion is taking place at the time of ac- 
quisition, so that there # no possible 
complication. 


CONSOLIDATED BALANCE SHEET OF X LTD. AND Y LTD. 
AT 31st DECEMBER, 1948. 


Assets: 
X Ltd. 
© Ela: .. 


Creditors: 
m Btd: . 
Y Ltd. 


Share capital: X Ltd. . 
General reserve: X Ltd. 
Surplus: X Ltd. 


The one important point of principle im- 
mediately to be noted from even this 
simple illustration is that the share capi- 
tal, reserves and surplus of the subsidi- 


Saha seasuaedcinsnaeasamihausaieweeeds $500,000 
sasSeieknetine wee seapsgnetes Nes 300,000 
$800,000 

sitebatia siete Ditanst bestia 120,000 
30,000 150,000 

500,000 

Waceucsivsgnosagicgessnoeercares 100,000 
pip he peeaatead te Cesena 50,000 650,000 
$800,000 


ary, as at the date of acquisition by the 
holding company, do not appear as such 
on the consolidated balance sheet. 


ILLUSTRATION 2 


Consolidation as at date of acquisition, where the inter company holding 
is less than 100%. 


P Ltd. buys 75% of the common stock 
of Q Ltd. on 31st December, 1947. The 


balance sheets immediately after acquisi- 
tion are as follows: 
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P Lr. 
Samer eMRUUNEDE 0D AD PINE FRE IDOE > 555535300 cs'.cesuc Cesvte advice se Tass laceevescckeeansadetestions $280,000 
Other assets . et Gusivka ganic — 60,000 





$340,000 





Creditors 
Capital Stock 
Surplus 


rates 85,000 
seaaes 220,000 
Ss 35,000 255,000 









$340,000 





Assets Se oe Cee ee, es $460,000 







Creditors . babs ee j 20,000 


Capital Stock 
IIE dos cock ach ost he Aen Naa a 100,000 
Common Shares of $25 each ................. es : 300,000 
General Reserve ........ se neh ahh arn Gee 30,000 











Surplus ....... ; soe ee 10,000 440,000 


$460,000 





Note: The preferred shares have no vot- profits on a winding up. There are no 
ing power or right to share in surplus arrears of preferred dividend. 






















Procedure for consolidation 


1. Calculate the amount, if any, by Paid by P Ltd. on acquisition ....._ 280,000 
which the purchase price differs from ae 
the book value of the shareholding ac- Amount paid for goodwill by P 


quired in the subsidiary. Ltd., additional to any which 

Book value of capital stock at may be included in the assets 
date of acquisition, as detailed on Q Ltd.'s balance sheet ...... 25,000 
on Q Ltd.’s balance sheet ...... $440,000 rs 

Less: Portion attributable to pre- N.B. This assumes that Q Ltd.’s assets 
SNe OUNIN oc Su catcctecs ess 100,000 are stated on its balance sheet at the 


agreed values on the basis of which P 
Ltd. acquired its holding. 


2. Redraft the balance sheet of Q Ltd. 
Proportion attributable to P Ltd.'s as follows, ready for consolidation: 
Oe 2 cs |= 29000 


Book value of common shares at 
date of acquisition .................... 340,000 








Q Lo. 


Assets : ‘ $ 460,000 
Goodwill ” ; 25,000 


$ 485,000 


The Consolidated Balance Sheet 


Creditors 
Interest of shareholders outside the combine: 
Preferred shares 
Common shares: 
Par value, 4 
Gen. Reserve %4 
Surplus 4 


interest OF P Bt? «...6ssciesncensse 


3. The balance sheet of P Ltd. can 
now immediately be merged with the 
redrafted balance sheet of Q Ltd., omit- 


of Affiliated Companies 


100,000 


75,000 
7,500 
2,500 


85,000 185,000 


280,000 


$ 485,000 


ting the equal and opposite items of 
$280,000, to give the following: 


CONSOLIDATED BALANCE SHEET OF P LTD. AND Q LTD. 
AT 31st DECEMBER, 1947 


OA NO getisicas Ata vemnsacddecnstasinas 
MPURRON OURS MNS |S Sake Scciesces scncevsysdivecscccoventnsvonsvs 


ge). Bey ae 


Creators: Po Rea. sss nics 


| ELLE LETTS 


Interest of minority shareholders of Q Ltd. 
Preferred 
Common 


Capital Stodce: FP Etd.............:.:. 
eres TGR. cisciedsccsvececvcesa ee 


Two essential points in the general 
methods of procedure may now be em- 
phasized : 

A. The only part of the capital stock, 
reserve and surplus of the subsidiary, as 
at the date of acquisition of the holding 
company’s interest, that will be included 
in the consolidated balance sheet is that 
which belongs to shareholders outside the 
combine. 

B. Before the consolidated balance 
sheet can be prepared it is essential to 
calculate the difference between the 


$ 25,000 
60,000 
460,000 


$ 545,000 


20,000 105,000 


100,000 
85,000 185,000 
220,000 


35,000 255,000 


$ 545,000 


amount paid for the holding company’s 
shares in the subsidiary and the equity 
value of those shares, as reflected by the 
subsidiary’s balance sheet. This value 
is found by deducting from the aggre- 
gate of capital stock, free reserves and 
surplus, at the date of acquisition, that 
portion which belongs to outside share- 
holders, whether preferred or common. 
If the sum paid exceeds this value it may 
be entered on the consolidated balance 
sheet as goodwill or cost of control, un- 
less any part of it is attributable to the 
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valuation by the holding company of any 
asset of the subsidiary at a figure greater 
than its book value. If the sum paid is 
less, then a corresponding capital reserve 
will be inserted on the liabilities side of 
the consolidated balance sheet, or deduct- 
ed from any goodwill which may be in- 
cluded among the assets of the holding 
company or the subsidiary. 

The logic of this simple method of 
consolidation at the date of acquisition 
of the inter company holding is that, if 
the subsidiary’s balance sheet is re- 
drafted to replace capital stock, re- 
serves and surplus by credits which ap- 
portion the total of these items be- 
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tween (a) the outside shareholders and 
(b) the holding company, then, if the 
goodwill or capital reserve from B. 
above is duly entered, the credit to the 
holding company is bound to be exact- 
ly equal and opposite to the investment 
in the subsidiary on the holding com- 
pany’s balance sheet. On consolida- 
tion of the two balance sheets these two 
items will therefore disappear. 

Thus far the illustrations have been 
particularly simple because they have 
dealt only with consolidation at the 
date of acquisition. The next illustra- 
tion has a period of some years be- 
tween the two dates. 


ILLUSTRATION 3 
A Lop. 
BALANCE SHEET AS AT JUNE 30, 1948 


Investmem in B Ltd. 


20,000 shares of common stock at cost, acquired 1/7/44 


Other assets . 


Creditors 


Capital stock: 30,000 common shares of $10 each 


Reserve 
Surplus 


$ 280,000 
140,000 


$ 420,000 
$ 40,000 


.... «-$ 300,000 
60,000 


B Lp. 


Assets 


Creditors 
Capital Stock: 


500 5% Preferred Shares of $50 each ............00.0.0. 
25,000 Common Shares of $10 each 


Reserve, 1/7/44 
Additions to date . 


Surplus, 1/7/44 


Add: Profits, less appropriations to date .. 


$ 25,000 
ee 250,000 
...$ 20,000 


12,000 32,000 


sa .. 10,000 


15,000 25,000 332,000 


$ 342,000 








(ot & & 


o 
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Note: The preferred shares have no vot- arrears of preferred dividend and there 
ing power or right to share in surplus has been no issue of shares since July 
profits on a winding up. There are no 1, 1944. 








Procedure for consolidation 






1. Calculation of goodwill or capital reserve: 





Net worth of capital stock, 1/7/44: B Ltd. 





BREEN CUIBNEDS SOAR WMNOE 255155 osha pases ae aOR, $ 25,000 
RS saPeMNNER ER) HRMS NE’ WMNME 555 osc ssc cicivaseascacessoovmonpentane as taaws woes opaaobucaaaN 250,000 
I GIONS oo as ca el ee en a ea 20,000 






a Fy cscs cas ceca cou sg bsp ta ne goes vs tnbeadlags ates Aaa 







305,000 
Less: Attributable to holders of preferred stock ...............cccccccccscssseescsneesssseeseeescseneeseats 25,000 









Amount attributable to holders of common StOck ..............0..ccccccccscesceseseessesseecssestacees 280,000 
Less: 20% attributable to outside holders of common Stock .............0..2.cccccesecsseeeeees 56,000 












Book value of shares acquired by A Ltd., 1/7/44 .......ccceecceeceeeeee Glioma: 
PATE ed ig A ai 81M cco oneass shea vanced Sac ain Seta esasienlecmei adnan ee 280,000 






Parrient for (BUOdwill OF [CORE OF CONUO! 2... hiics sb. ncks digedtissncnpesorsinscinces .$ 56,000 





Note that the fact that consolidation and surplus taken into account for this 
is taking place four years after acquisi- calculation must always be as at date of 
tion makes no difference. The reserves acquisition. 





2. Redrafting the balance sheet of B Ltd. for consolidation, following the rules 
already stated: 






B Lt. 


SORE: PARA TOE YD TE oesssssi.sctssssesintics nssssnenasaccssiesessones $ 56,000 
RO NN ig dae 5 ce rus estipkaa sed esl wapueseuescbaeaes 342,000 







$ 398,000 





RENE Gores poses cess ccd aetiyscicae sks te oo eateries pte ell 10,000 







Interest of outside shareholders: 
ser secre ka tas scrcteatus soccrancstetetnenistet eatin’ $ 25,000 
Common: Par value 20% hd ata deters $ 50,000 
Reserve Ds Sarin ORS 6,400 










Surplus NI paeisistcyscsscatatpncseate ths 5,000 61,400 86,400 





Interest of A Ltd. 






Pane AISA! 8 hs et et ee ee 280,000 
Share of profits left in the business since 1/7/44: 

Reserve: BOG OF Fi12000 © ci. vcccc ccc ccccsevsacovseees 9,600 

Surplus: 80% of $15,000 ........ oe 12,000 301,600 












$ 398,000 
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3. Merging the above redrafted balance sheet with that of A Ltd. 


CONSOLIDATED BALANCE SHEET OF A LTD. AND B LTD. 
AS AT JUNE 30, 1948 


IU NG EA 2 Fe a cae tn $ 56,000 
I ee a I Br a lee 140,000 
MMM ce eerie et sa A le ee a eo ee ; 342,000 


$ 538,000 





Creditors: A Ltd. .... EE AAMC ee on $ 40,000 
OTM hoes scarwesaese 10,000 50,000 
Interest of outside shareholders of B Ltd. 
IRS eR Se ee he i nie ee gal Nee 25,000 
RINE Deets oie a ere ek Re ES a ee ea 61,400 86,400 
SONNE R IES ORAM IN MOG ee r6 5 osu ek ca csc Soh coae Sens Wega cat iv ns ob SNE NSAT ONIN DERS SSD Iw ERE 300,000 
PIS SR TON EN GY OR oo a ts ak oaicick Ss evash ova gud accueusexd 60,000 
Add: A Ltd’s share of increase in B. Ltd.’s 
een RY PEN eee irre aa to ccas res cayvsk SéonbAeaisans oe mants 9,600 69,600 
PING RMT A os NRT I cS cso as Seneca fbi ula ones ni wbucbansbiscbaasbvexsens 20,000 
Add: A Ltd.’s share of increase in B Ltd.’s 
URSIN MNT IVI wen cro oe os cces sasacep totes ncsctadususicns sbaksgciosahs 12,000 32,000 
$ 538,000 


the date of that acquisition, these por- 
tions being included as part of the re- 
serves and surplus of the whole combine. 

The reason for this rule is obvious, 
from the position as reflected in the re- 
drafted balance sheet of B Ltd. The in- 
terest of A Ltd. comprises the $280,000 


Arising out of this illustration of 
consolidation some time after the date 
of acquisition of the inter-company 
holding, point A above, in the methods 
of procedure, can be re-stated and am- 
plified as follows: 

A. The only part of the capital stock, 


reserve and surplus of the subsidiary 
to be included in the consolidated bal- 
ance sheet will be 

(a) the interest of outside shareholders 
in the whole of such capital stock, re- 
serve and surplus, whether created before 
or after acquisition, and (4) the interest 
of the holding company in such portions 
of these items as have been created since 


paid on acquisition, plus the 80% share 
in reserve and surplus increases, i.e. $9,- 
600 and $12,000, respectively, since 
1/7/44. The $280,000, which cancels 
out against the investment on the assets 
side of A Ltd.’s balance sheet and does 
not appear in the final consolidation, 
is made up of: 


A Ltd.’s 80% share of B Ltd.’s common stock , $200,000 
80% share of B Ltd.’s reserve, 1/7/44 ............ccccccceceseeseereteees 16,000 
80% share of B Ltd.’s surplus, 1/7/44 «0.00.00... 8,000 
rE i UNI MINI ss sncsitiggvcosensctvevcaynnensodernaneunnsas 56,000 


$280,000 
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Thus A Ltd.’s share of the subsidiary’s 
reserve and surplus, in so far as they 
existed at the time of acquisition, is 
part of the purchase price and cancels 
out, so that it never appears on the con- 
solidated balance sheet. This rule is 
fundamental and must always be care- 
fully observed. If the subsidiary’s re- 
serves or surplus have decreased since 
acquisition the holding company’s pro- 
portion of such decreases will, of course, 
be deducted from its reserves or surplus 
on the consolidated balance sheet. 

The essential principles have now been 
stated and the next illustration will take 
a typical examination problem, introduc- 
ing various practical features: 





Born at Durban, South Africa, 
Professor Byrd, M.A., B.Sc. 
(Econ.), returned to Natal in 
1929 as lecturer in accounting and 
auditing at Natal University Col- 
lege, having received his early 
and college education in England. 
He was Dean of the Faculty of 
Commerce and Administration at 
Natal University College on his 
appointment as Professor of Ac- 
counting at McGill University in 
1949. He is a member of the 
Natal Society of Accountants and 
of the Institute of Chartered Ac- 
countants in England and Wales. 





ILLUSTRATION 4 


The balance sheets of Holders Ltd. and Sub Ltd., at December 31, 1948, are as 


follows: 


HowLpEers LTp. 


Goodwill ... 


Investment in Sub Ltd.: 30,000 common shares at cost 


Debentures in Sub Ltd., at par . 
Inventory of merchandise 

Bills receivable . 

Other assets .... 


Creditors . 
Capital stock 
Reserve .. 
Surplus 


$ 40,000 
250,000 
60,000 
80,000 
10,000 
90,000 


$ 530,000 





peididstaiacelee 50,000 
vessseseesee 400,000 

50,000 

30,000 480,000 


Note: Bills drawn on Sub Ltd. to the value of $8,000 have been dis- 


counted and are still outstanding. 


Note: The investment in common stock 
of Sub Ltd. was made on January 1, 
1948. Included in inventory of mer- 
chandise are goods valued at $50,000, at 
which price they were bought from Sub 


$ 530,000 


Ltd., who charged 25% on cost. Of 
these goods $30,000 worth, as charged 
by Sub Ltd., are still unpaid for at 
December 31, 1948. 
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Sus Ltp 
NN ek rc, eee SE PS 2 vaassiete Mesveasaheasroreense eae $ 50,000 
I i eI 5 EIN OE J Suhvesedssvenes Fone SE Neue 80,000 
I cl) ah a aE cacccmeb at casos oeoses 746,000 
$ 876,000 
I Ra a eS Sse csae va ch Sonn auua suse Vag tees Seine MEOD 30,000 
Bills payable: Holders Ltd. ..............0.000..... 18,000 
INI eh 2k a a oh tage A, visits nena’ 62,000 
Capital stock: 
5,000 5% preferred shares of $50 . $ 250,000 
45,000 common shares of $10 ...... 450,000 700,000 
a RG RUE i. te oe ces ct tS OA ivlats 20,000 
NR UD NN ace es rss ohn oc secs one coma dbninns hn ankcn sae ES 46,000 
$ 876,000 


Note: The preferred shares have priority 
for return of capital but no voting power 
and no interest in surplus profits on a 
winding up. 

Analysis of the surplus balance of 
$46,000 on Sub Ltd.’s balance sheet re- 
veals a profit for the year of $60,000 
and payments of the following dividends 
during the year: 

Preferred dividend of $6,250 for each of 
the half years to 31/12/47 and 
30/6/48; final common dividend for 
1947 $22,500; interim common dividend 
for 1948 $9,000. 

Required: (i) Correction of any import- 
ant error of principle in the accounting 
as reflected by the balance sheet of 
Holders Ltd.; 

(ii) Consolidated balance sheet of 
the two companies as at 31st December, 
1948. 


Solution 

1. The analysis of Sub Ltd.’s surplus 
indicates that Holders Ltd. must have 
received, during the year to Decem- 
ber 31, 1948, since the acquisition of its 
shares in Sub Ltd., a final dividend of 
$15,000 (two-thirds of $22,500) ap- 
plicable to its two-thirds holding, in 
respect of the year to December 31, 





1947. The profits out of which this 
dividend was paid were obviously in- 
cluded in the purchase price of the shares 
on January 1, 1948, and the dividend 
cannot, therefore, properly be regarded 
as income to be credited to the profit 
and loss account of Holders Ltd., but as 
a refund of part of the purchase price 
of the shares. Correct accounting treat- 
ment would, therefore, have credited the 
$15,000 to the Investment in Sub Ltd. 
Since this item appears at cost, $250,000, 
on the balance sheet of Holders Ltd., the 
$15,000 has presumably been credited 
to Holders Ltd.’s Profit and Loss Ac- 
count and is part of the $30,000 surplus. 
The balance sheet must, therefore, be 
corrected to show this surplus at $15,000 
and Investment in Sub Ltd. at $235,000. 
It may be noted that the Companies Act 
of 1948 in Great Britain has now pre- 
vented such dividend from pre-acquisi- 
tion profits from being included in in- 
come in that country. While sound ac- 
counting practice in Canada will demand 
similar treatment, there is apparently 
nothing legally to prevent the crediting 
of such a dividend to profit and loss 
account with other dividend income, 
though any auditor would undoubtedly 
qualify his report to reveal the fact. It 


000 


)00 


100 


100 
100 
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is obvious that treatment such as that 
shown on Holders Ltd.’s balance sheet 
inflates both the investment and the 
profits of the company. 

2. This error of principle having been 


rectified, the value of goodwill or capital 
reserve in connection with the acquisition 
of the holding in Sub Ltd. is found in 
the usual way. 


en OU By, RFF nn siises csc csccssisecescsninessisossnaezeges $700,000 
I ah tsi gn oo nega age Ana EOSIN 20,000 
ND TIN 0 hess shsp citadlig bena Csapanncensiv aspinipanarenesaphnchiontsatt 30,000 
$750,000 

Less: Due to preferred shareholders .......................::ssesee $250,000 
Add: Preferred dividend, 1/ year to 31/12/47 idieeanias 6,250 256,250 
Net worth of common shares, 1/1/48 .........0....cccccceceeeees $493,750 
Interest of Holders Ltd. — two-thirds ................0:ccccccc:ccsessssssssssecoreceeseees $329,167 
hash tits vamsliisoalncia pins non cake Sth ints pm 250,000 
wa oallpaveuanict ee aipe ees ehci aaasider cues $ 79,167 


RY WI secicei pate cticthroereperssccicrasnns 


3. Having, in the earlier illustrations, 
seen the essentials of the method of con- 
solidation by redrafting the balance sheet 
of the subsidiary, let us in this solution 
avoid the necessity for actual redrafting 
by drawing up essential schedules. This 
will enable us to proceed direct to the 
consolidated balance sheet. 

(i) Bills payable, Holders Ltd., $18,- 
000. Of these Holders Ltd. has dis- 


PWCTEEEES: BOE WONG oe civioncccsicssccdindersieiind 
Dividend accrued, 1 year to 31/12/48 ........ 


Common: Par value, one-third .................... 
Reserve, one-third 
Surplus, one-third 
46,000 - 6,250 pref. div. 
3 


counted $8,000, which do not appear on 
its balance sheet. Only the balance of 
$10,000 will cancel out on consolidation. 
No note as to any contingent liability 
will appear on the consolidated balance 
sheet. 

(ii) $60,000 debentures will cancel 
out against the holding of Holders Ltd. 

(iii) Interest of outside shareholders: 


indenn acai $ 250,000 
6,250 $256,250 





bashdid Roedewsplckagieevasoieaxeos 150,000 
6,667 


13,250 $169,917 





(see note (a) below) 
{iv) Inventory suspense: two-thirds of 20% of $50,000 ................ sina $ 6,667 


(to be deducted from profit of Sub Ltd. and 
inventory of Holders Ltd. in consolidated balance sheet) 
(see note (4) below) 
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(v) Interest of Holders Ltd. 
Paid 1/1/48 


Less: Dividend from pre-acquisition profits ..............0.0000cc ‘ 


Profit of Sub Ltd. since 1/1/48 ............. 


Less: Appropriations therefrom: 
Peel. divs. 1966 ...............:.. 


Common div. interim, 1948 ..... 


Two-thirds ; 


Less: Inventory adjustment (see (iv) above) 


Note: The $235,000 will cancel out 
on consolidation. 
(vi) $30,000 due to Sub Ltd. will be 


Important Notes 

(2) In calculating the liability to outside 
common shareholders it must not be for- 
gotten that the surplus of $46,000 on Sub 
Ltd.’s balance sheet has already been reduc- 
ed by provision and credit to preferred 
shareholders of the half year’s dividend of 
$6,250, accrued to 31/12/48. It must, how- 
ever, be noted that, if Sub Ltd.’s balance 
sheet showed no surplus or reserves this 
accrued dividend could not be provided for, 
unless it were specifically -stated that the 
shares were preferred both as to capital and 
arrears of dividend in a liquidation. In 
making the provision here the credit to pre- 
ferred shareholders is made, whether or 
not the dividend has been declared by dir- 
ectors, because we are simply dividing the 
company’s funds between its various own- 
ers, preferred and common, not as a current 
liability but to reflect ownership. 

(0) The question notes that the inventory 
of merchandise on the balance sheet of 
Holders Ltd. includes $50,000 worth at the 
price charged by Sub Ltd. i.e. 25% on cost, 
or 20% of the $50,000, which is $10,000. 
Now Holders Ltd., as a two-thirds common 
shareholder of Sub Ltd., becomes entitled 
to two-thirds of this profit i.e. $6,667. From 
the point of view of the whole combine this 
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$ 250,000 
15,000 


235,000 
$60,000 


..$ 12,500 
9,000 21,500 
38,500 


25,666 


6,667 18,999 


$ 253,999 


deducted from creditors of Holders Ltd. 
and debtors of Sub Ltd. 


is an unrealised profit, but this does not 
apply to the one-third share of the outside 
shareholders of Sub Ltd. Consequently, in 
the final consolidated balance sheet, adjust- 
ment must be made for this. Holders Ltd.’s 
share of Sub Ltd.’s profit since acquisition, 
as calculated in (b) above, is thus reduced 
by $6,667 and, since the inflated inventory 
is on the balance sheet of Holders Ltd., this 
amount of $6,667 must be deducted from 
such inventory in the final consolidation, 
thus reducing it to cost. It should be not- 
ed that, had the transaction been the other 
way round, Sub Ltd. having bought the 
goods from Holders Ltd. at a profit to the 
latter, exactly the same amount of unreal- 
ised profit would have had to be eliminat- 
ed on consolidation. Holders Ltd. would 
have regarded itself as, in effect, selling the 
goods to the one-third outside shareholders 
of Sub Ltd. and to itself as two-thirds share- 
holder. Two-thirds of the profit would 
have been unrealised, i.e. $6,667, but in this 
case the inventory of Sub Ltd. would have 
been inflated to this extent. The adjust- 
ment, in the final consolidation, would have 
been by deduction of $6,667 from the profit 
of Holders Ltd. and the inventory of Sub 
Ltd., with the same final effect as in the 
present case. 








ios 


oOo 























effected direct, as follows: 


4. Having careful regard to each of the points in 3, the final consolidation is 
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CONSOLIDATED BALANCE SHEET OF HOLDERS LTD. AND SUB LTD. 
AS AT DECEMBER 31, 1948 


Other assets: Holders Ltd. ....................c.cccccce00 


Sub Ltd. 
Debtors: 
Inventory of merchandise: 

Proiders Eta. 5 accsscoes 


Less: Unrealised profit .. 


Goodwill: Holders Ltd. ...............0..0..... bor 


Less: Capital reserve, Sub Ltd. 





Creditors: Holders Ltd. ........ eRe ret cik 
Less: Due to Sub Ltd. . 


NN RN i Fc lice wesc aden vaudacaniasapeciadeacaueabeaceeabeceos 


6% debentures: Sub Ltd. ....... 


Interest of outside shareholders of Sub Ltd. 


PROTCSTER on... ccccccvcsssecssnes 





Capital stock: Holders Ltd. ...... es 
Reserve: Holders Ltd. ................:.:006 : 


Surplus: Holders Ltd., as adjusted .................. 


Sub Ltd. (since acquisition) . 


Arising out of this illustration a third 
point of procedure may now be added to 
A and B as already formulated: 

C. The interest of the holding com- 
pany in any subsidiary will be made up 
of the following: (i) the figure at which 
the investment in the subsidiary appears 
on the holding company’s balance sheet, 
ie. the original cost, less any dividends 
received by the holding company, since 
acquisition, out of any pre-acquisition 
profits of the subsidiary, plus (or 
minus) (ii) the holding company’s 
share in any profits (or losses) of the 


IN 28s cata sacra sotastgs hayek 


Bills payable (discounted by Holders Ltd.) 





$ 90,000 
746,000 
50,000 


$ 80,000 
6,667 73,333 


40,000 
29,167 10,833 






$ 970,166 


50,000 
30,000 


20,000 
30,000 50,000 





esiapidusssenoanioames 8,000 
bisiaeds j — 2,000 


256,250 


426,167 





ilcscerscihitecseesse 169,917 
400,000 
Up si 50,000 
paler eas 15,000 
18,999 483,999 


33,999 


$ 970,166 


subsidiary, since acquisition of the hold- 
ing company’s interest, less any appro- 
priations made by the subsidiary out of 
such profits. The balance of the subsid- 
iary’s surplus, as at the date of acquisi- 
tion, is ignored in arriving at the figure 
in (ii), as also any appropriations made 
by the subsidiary out of this surplus. 
The technique adopted so far will now 
be applied to the solution of a much 
more difficult problem, involving a hold- 
ing company and two subsidiaries, one 
of which itself holds shares in the other. 
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ILLUSTRATION 5 


PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS, 
FINAL EXAMINATION, 1948, ACCOUNTING IV, QUESTION 2 


The following are the post-closing trial balances of Co. 1, Co. 2 and Co. 3 (as at 
31st March, 1948): 
Co. 1 Co. 2 Co. 3 
130,000 $ 40,000 $ 6,000 
Inventories 212,000 166,000 40,000 
Other current assets 220,000 148,000 44,000 
Investments—Co. 2 384,000 116,000 
ON he la at en 
Securities at cost 40,000 28,000 
Fixed assets, less depreciation 1,280,000 748,000 186,000 


Total $ 2,426,000 $ 1,102,000 420,000 


Credits 

Accounts payable and accrued expenses 211,000 $ 107,500 48,000 
6% Bonds due Ist July, 1960 200,000 

First mortgage 6% bonds 400,000 200,000 80,000 
6% cumulative preferred stock, par $100... 400,000 80,000 
Common stock, no par 482,500 

Common stock, par $100 740,000 160,000 
Surplus, 1st April, 1947 245,000 222,000 60,000 
Profits, year ending 31st March, 1948 230,000 90,000 8,000x 


Total $ 2,426,000 $ 1,102,000 $ 420,000 


(x denotes red figure) 


Investment in Co. 2 was made by Co. 1 as follows: 
30th September, 1946, 23,200 shares no par COMMON ....2............cc.cceceeceeeeeeeseeees 320,000 
15th August, 1947, 4,200 shares no par COMMON .................:..:..00.saseeseessersceessesssesoees 64,000 


384,000 


Investment in Co. 3 was made by Co. 1 as follows: 
1st April, 1940, 400 shares preferred ......... beats ; 34,000 
1st April, 1941, 1,520 shares common ; 126,000 


160,000 


Investment in Co. 2 was made by Co. 3 as follows: 
1st April, 1943, 5,250 shares common 
31st March, 1946, 5,250 shares common (par value of stock div.)* 


$ 116,000 
Re ee ee ee ee eee 
*On 31st March, 1946, Co. 2 declared a 500, and issuing one share of common stock 


stock dividend, transferring from earned for each share outstanding as at that date. 
surplus to capital stock the amount of $262,- 
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The net worth of Co. 2 at the dates on which Cos. 1 and 3 purchased stock was: 


1 April 30 Sept. 15 Aug. 
1943 1946 1947 
Shares outstanding ...................... es Accel cc che re 21,000 42,000 42,000 









eerie) SHOCK GCROUNE 25.0655 555.-.+...0..-.: cuss $ 220,000 $ 482,500 $ 482,500 
SN 5. fo sscpek Scot gene ran ta satesk conser ceasecseengnanes Blac tidasets 16,600 276,000 294,000 












236,600 758,500 $ 776,500 





$ 


The net worth of Co. 3 at the dates on which Co. 1 purchased stock was: 












1 April 1 April 

1940 1941 
Preferred Stock ...............00000 RET ae ee 
Common Stock ..... cob saccade a ¥adushs'cnw'es bono unced sev onsca bala tone eveassenabe patageaca 160,000 160,000 








240,000 240,000 
Re, NORE os sass Sssc nce ajesinn caretsapaepneessecage withthe gt tanecodeapiacesshinisitedet uamesar coasts 30,800 26,000 
















214,000 







I achilles seesart eben Patties to cai urea oe 209,200 $ 








Co. 1 has taken up as income only 31, 1944, when they were paid in 
the dividends received from the subsid- full. All other preferred dividends were 
iaries. paid at the end of each fiscal year. 
Preferred dividends of Co. 3 were in At March 31, 1948, the inventories 
arrears from April 1, 1939 until March of Co. 1 included the following: 









Gross Profit on Sales 







Purchased from Inventory Value thereof to Co. 1 
Co: 2 $40,000 $24,000 
Co. 3 $28,000 $10,200 












which are to be eliminated in total. these securities at the market value of 

On 6th October, 1947, Co. 1 sold $27,500 to Co. 3. These profits and 
marketable securities (shown at cost of losses are to be eliminated in total. 
$25,200 on the books of Co. 1) to Co. 2 Inter company accounts included in 
for $30,000, the market value at this other current assets and accounts payable 
date. On March 12, 1948, Co. 2 sold at March 31, 1948, were: 






















Owing to Owing by Amount 










Co. 2 Co. 1 $60,000 

Go. 3 Co. 1 5,000 

Co. 2 Co. 3 6,000 
Required: Consolidated work sheet of Solution 





Co. 1 and its subsidiaries as at March Preliminary assumption: As no indica- 
31, 1948, showing details of all elimina- tion is given in the question it is assum- 
tions and adjustments made. ed that the preferred stock of Co. 3 has 
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absolute priority, in a liquidation, over inventories and securities means elimin- 

the common stock, for both capital and ation of the whole profit from the pro- 

arrears of dividend. fits of the combine, regardless of the in- 
It is also assumed that elimination interests of outside shareholders. 

total of inter company profits on unsold 


CALCULATIONS FOR CONSOLIDATION OF COMPANIES 2 AND 3 





1. Net worth of no par common stock of Co. 2, 1/4/43* ......ccccceceeeceeteeteteeneeeeen $ 236,600 
Share of Co. 3 in Co. 2 5,250 ie. % .. Peele tn sei aM aise tees swetiensaee SRE 
21,000 
eat acs eh asain dadadtinsi aed oee ” 50,375 
Capital Reserve ............... SORA: MARRS Saat Een tal 8 ged sia Seti ey AR ENT 
2. Net worth of Co. 2, 30/9/46 ......... Bests attenused tas sab eee Dt rs ieee cs 
Sen NOR WES REN TEC PND 520 2c 25 ass ssachaadavan Sodvobanatucavtaancdmsteantaen Jissvidevee MAB OBI 
42,000 
UNE iro etriaisrsatsaGu eee Nat aeRisveon pues taskel oie ..... 320,000 
Capital Reserve ................... Stes Bi dave Slimtibecids ast chacsepen Reni a $ 98,981 
See Pann TR PSD OD EIR OD 5 is cs sigs sezecn Cis cacads on eco ss sacsabatuy auth vcniod bas Tounsesbecverem wees 776,500 
Saas TONNES SRD 5 fag arg ccc nas nstguen abendensljeaedneetebepsedstsoninss . 77,650 
42,000 
NRO A ere sy capita caoeensbunbebe atu tis pire CREE ty Noe teks .... 64,000 
SUNN UPI oc cn Aes cole, spas spn ead scvaatwedcaadenoskeds Sisneniwackesr ae 
3. Interest of outside shareholders of Co. 2 
Capital: 4,100 x 482,500 Sieuaaes aE $ 47,101 
42,000 
Surplus 4,100 x 312,000 pBheeas : 30,457 
42,000 saan 
$ 77,558 
Interest of Co. 1 in Co. 2 
NN ee it Be rece Re eae Ei socks Fe Ano k OAR ste bee to $ 384,000 
Grrttal EB CE VE oii isessscccsesesessseceessessses eae cS 98,981 


13,650 112,631 


Surplus since 30/9/46 and 15/8/47: 








27,400 x 90,000 (profit, year to 31/3/48) 58,714 

42,000 

23,200 x (222,000 - 276,000) Decrease . siséebsiecuseesss OOD 

42,000 

4,200 x (222,000 - 294,000) Decrease . ssesseseeeee —= 7,200 21,686 518,317 
42,000 


*Epiror’s Nore: It would be quite appro- Co. 2, i. September 30, 1946, rather 
priate to calculate Reserve on consolida- than the date of the purchase of the 
tion as from the date in which Co. 1 and _ shares by Co. 3, i.e. April 1, 1943. 

its subsidiary Co. 3 acquired control of 


nin- 
>ro- 
in- 


600 
[50 
175 
75 
00 


31 
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Interest of Co. 3 in Co. 2 


Paid 1/4/43 ........... RR OG on A 50,375 
Stock dividend 31/3/46 DAs A ES, Bree S di 65,625 
116,000 
Share of profits since acquisition: 
to 31/3/47 V4 of (222,000 - 16,600) oo...c.cccecccceceecee $ 51,350 
pear to’ 31/8/48: 9% OF 990/000! oni. 2608....cniccin an 2. '* 223500 73,850 189,850 


CONSOLIDATED BALANCE SHEET OF COS. 2 AND 3 AT MARCH 31, 1948 





PS et erie Sn nae $ 1,102,000 
ON i a a $ 420,000 
Less: Investment in Co. Disc cacesneeteas zoos 116,000 304,000 1,406,000 
Accounts payable: Co. 2 $107,500; Co. 3. $48,000 ©... a 155,500 
lst Mortgage 6% Bonds: Co. 2 $200,000; Co. 3 $80,000 ..............0000 sn 280,000 
Re UNE Ros oso sinin i faksccsczsensas ed RMbaleadnativednsnces saves atehgieanetedapsons 77,558 
Interest of Co. 1 in Co. 2 .....:.:.:... Jiccccsas ite Brae yt septa a re hye es alte 518,317 
Capital Stock: Co. 3. 6% Pretend . se pusteh ede eee 80,000 
Common, par $100 feneestealsent ia Sone CT ne ce eee ea 160,000 
Surplus, Co. 3 1/4/47 .............. 5 ee 60,000 
Add: Share of Co. 2’s surplus to 1/4/47 | 51,350 
111,350 
Add: Share of Co. 2’s profit, year to 31/3/48 22,500 
Less: Loss of Co. 3, year to 31/3/48 .......... 8,000 14,500 125,850 
Capital reserve of Co. 3 in Co. 2 ... 8,775 
$1,406,000 
. To consolidate the balance sheet of Cos. 2 and 3 with that of Co. 1. 
Preferred shares of Co. 3 1/4/40: Capital ................. Aedes. 80,000 
Arrears of dividend, 1 year to 31/3/40 ‘ 4,800 84,800 
Attributable to Co. 1’s 50% holding ....... esse utoeapsedaete Rees 42,400 
PANE NGO: 8 BSS i isesvcisauinwd udeese oh eatbsreifesecvstdore 34,000 
Capital Reserve |. ....6..6.0:63..25. $ 8,400 
Net worth of Co. 3, 1/4/41 ...0......ccccceceeseee aed sigs $ 214,000 
Less: Attributable to preferred shares: Cosel .. tt 80,000 
Arrears of dividend, 2 years to 31/3/41 ....... 9,600 89,600 
Net worth of common stock, 1/4/41 ............. nad oe ate $ 124,400 
} ' 1520 
Attributable to Co. 1's holding: $ 118,180 
PRU UN ROR csc CR PG cde Shei deca eoecatbeab as easviin eSerati ae ttesasess 126,000 


MEMOIR os ch ccc tc vases os vasa ae A saicepaaded lo paceccaussiaatananss ay ie $ 7,820 
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6. Note that, since Co. 1 has received all 
arrears of dividend on its holding of pre- 
ferred shares in Co. 3, it has clearly made 
an error of principle in not crediting the 
dividend of $2,400, received for the year 
to 31/3/40, to the $34,000 investment. This 
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included in the purchase price of $34,000. 
Since the investment still appears at this 
figure on Co. 1’s balance sheet the dividend 
of $2,400 must presumably have been cred- 
ited to surplus. Before consolidating, there- 
fore, Co. 1’s investment must be reduced to 


$31,600 and its surplus at 1/4/47 to 
$242,600. 


amount of $2,400 was provided for in cal- 
culating the capital reserve at date of ac- 
quisition and must therefore be regarded as 


7. Outside shareholders of Co. 3. 
Preferred shareholders 
Common stock: Capital 
Surplus per consolidated b/s. in 4. 


40,000 


Surplus, 1/4/47 x 111,350 


80 
Profit, year to 31/3/48: ; x 14,500 


Capital reserve per consol’d. b/s in 4. 


SNE CD OD | uncscvandacceseateovivdusresesesss 
1,600 


8. Interest of Co. 1 in Co. 3 
Paid, less dividend of $2,400 for year to 
31/3/40 (see 6. above): Preferred .............. 
Common 


31,600 
126,000 157,600 
Surplus since acquisition, per consol'd. b/s. in 4. 


Surplus, 1/4/47: vaste x (111,350 + 26,000 

1,600 deficit + 9,600 
pref. div. accrued 
31/3/41) 


1,520 


139,602 


Profit, year to 31/3/48: x 14,500 13,775 


> 


1,520 


8,336 
1,600 : 


Capital reserve: S77)... 319,313 


9. CONSOLIDATED BALANCE SHEET OF COS. 2 AND 3 REDRAFTED 
I Oey epee cle seeks Ss $ 1,406,000 


155,500 
280,000 
77,558 
54,732 
319,313 
518,317 


Accounts payable 
ist Mortgage 6% Bonds ............... 
Outside shareholders: of Co. 2 /.. 


RR NI oa gC os cag haven es eacscc vasa h x cvahupa ease pktbobsonevanlsbedeiee 
PMD 000550 
Capital Reserve of Co. 1 in Co. 3 
ae NN WOE ME BIN MGs Dick dascvasicesncnssniecnsencasesssnasconevones 580 


$ 1,406,000 
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10. Adjustments and eliminations in the with $2,500, debit profit of Co. 1 with 







final consolidation: $4,800 and debit securities of Co. 3 with 
(i) Unrealised profit in inventories: Debit $2,300. 

profits of Cos. 2 and 3, respectively, with (iii) Inter company debts: Credit debtors 

$24,000 and $10,200, and credit inventory of Co. 2 with $66,000 and of Co. 3 with 

of Co. 1 with $34,200. $5,000: debit creditors of Co. 1 with 






(ii) Securities: Credit profits of Co. 2 $65,000 and of Co. 3 with $6,000. 







11. CONSOLIDATED BALANCE SHEET OF COMPANIES 1, 2 AND 3 

AS AT MARCH 31, 1948 
Cash . POET ee ct II Oe eR I i Cae ar Caer slam i od eh et Or $ 176,000 
Inventories ...... ; Res hcg ree a ees $ 418,000 






RIE MA: SR OMMRN OS NN Nis Paci S ce ctthagstessetine de deetess 34,200 383,800 





RO MN se eons ssa Svcascateaasksés codecapicdeuneseeigunes dnaswanivese 412,000 
aN RNS SRNR go onze en bostat a ctaiemioh ckulsmntand bv anunansons 71,000 341,000 
















PRONAEEINON 551. css ssasobinsocsessoas Racca ceil hist ciSordics detente ts ecnasteees 68,000 
ERS! WISER ERWORE GREE DONG = 5s csscoccossus ence cetsee sons cesdoracsasssdbacstieaslacetine 2,300 65,700 











Fixed assets, less depreciation ..................:..:ccsscsceseees assis eine 2,214,000 






$ 3,180,500 





Accounts payable and accrued expenses ................ccccccceeceeeeeeeseseees 5 366,500 
RS UU iis UME RO S55 xs Sciacca eas oc insaeiosiian cas tantweeceeaaie 71,000 295,500 













ee RN Re ABE UE IDO x 2ecccss deeb ens be cdbas ci heiscnssnennntondamatepoenanece 200,000 










ae ia, facsasca sen oac ns ssceapacensess <tiaasucceaiosiaciseosateasoe 680,000 
Ia NBER ES OE ON isos cise ivan casagbccdscocecea bis sisedvedonae’ 77,558 
NOP case esate Pictedsdeece Mtesas up cicusseeerene 54,732 

6% Cumulative Preferred Stock, par $100: Co. 1 00.0... 400,000 
GOPENO TE OPOCIS RE S100! GOs Too. cicccccsgcatacin osusidaté cvndsvicnskestncciaite 740,000 
Surplus, 1/4/47: 

Co. 1, less dividend adjustment (as in 6.) ............ 242,600 

ee ee Soke a ee anes 139,602 





382,202 
Less: Deceeasé in surplus, CO. 2 a.siiss..scssess.scscscvsse 37,028 345,174 









Profit, year to 31/3/48: Co. 1, less unrealised 






profit on securities, $4,800 .............. 225,200 
Co. 2 (58,714 — 24,000 inventory adjustment 
a BOO OM SECUSINICE): <c.sinccccsscvezsassissctveniece 37,214 






Co. 3 (13,775 — 10,200 inventory adjustment) .... 3,575 265,989 






1,351,163 






eran SUCENES MO) BI RlOe Be rai csassciss hoot ides ccreteemstorstninn ecient 112,631 
CRN Mie Ue Se perrec ere eas sdec edad asbinppsasabntneaess 580 
os DSO 2 UNIO EDS By ress onetisccnssivecegasecaes 8,336 121,547 






$ 3,180,500 





, 
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In cases such as this, where the sub- 
sidiaries are themselves inter-linked, con- 
solidation should always start with the 
consolidation of such subsidiaries, the 
results being consolidated with the bal- 
ance sheet of the holding company. At 
each stage the normal method of pro- 
cedure is used, the consolidated balance 
sheet of the subsidiaries being treated as 
an ordinary balance sheet to be consoli- 
dated with that of the holding company, 
according to the usual rules. By this 
means accumulated profits and reserves of 
the subsidiaries (such as the capital re- 
serve, $8,775, of Co. 3 in Co. 2, which 
emerged in the above illustration) are 
apportioned automatically between the 
holding company and outside sharehold- 
ers in the final consolidation. 

One final illustration will now be 


given, again involving three companies, 
with the addition of certain important 
practical features not yet dealt with. It 


will be noted that, in this case, Z Ltd. 
is directly the holder of only a bare 50% 
interest in F Ltd., but indirectly, 
through its control of W Ltd. by means 
of a two-thirds holding of common 
shares, it controls another one-third of 
the shares of F Ltd. F Ltd. is, there- 
fore, both a subsidiary and a sub-sub- 
sidiary of Z Ltd., which has effective 
control. It will also be noted that the 
holding company here pays for shares 
in a subsidiary on the basis of a differ- 
ent value for the subsidiary’s plant 
from that which appears on the sub- 
sidiary’s balance sheet. This must be 
taken into account in calculating the 
goodwill or capital reserve on acquisi- 
tion. Bulletin 24 of the Committee on 
Accounting Procedure, American Insti- 
tute of Accountants, contains the fol- 
lowing statement in this connection: 
Where a parent corporation has made 
a stock investment in a subsidiary, at a 
cost in excess of its equity in the net 
assets of the subsidiary, as shown by its 
books at the date of acquisition, the 
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parent corporation may have (a) paid 

amounts in excess of book value for 

specific assets of the subsidiary or (b) 

paid for the general goodwill of the 

subsidiary. If practicable such an excess 
should be divided as between tangible 

and intangible assets .. . 

The position will be safeguarded, and 
the matter made easy for the student, if 
he adjusts the balance sheet of the sub- 
sidiary (e.g. in an examination question) 
by altering the figures for the asset in 
question to the holding company’s val- 
uation and completing the double entry 
through a reserve or, if the asset is being 
reduced, a debit to profit and loss ac- 
count on the actual balance sheet. If 
the asset is being increased and there is 
no reserve already on the balance sheet 
to be correspondingly increased, then a 
balancing reserve must be raised. The 
valuation is actually a matter only for the 
holding company and only the holding 
company’s share of the increase in valua- 
tion should be added to the asset on the 
subsidiary’s balance sheet, as is done in 
the following example. It is obvious 
that, if proper effect is not given in this 
way to the holding company’s valuation 
of the asset, the goodwill or capital re- 
serve on acquisition will be incorrectly 
calculated. In calculating the equity of 
the common shares of the subsidiary, at 
the date of acquisition, the reserve arising 
from this adjustment will be included. 
Finally, it should be noted that, since 
the asset will come on to the consoli- 
dated balance sheet at a figure increased 
or decreased by the holding company's 
share of the difference in valuation at- 
tributed to it, the surplus of the whole 
combine must be debited not only with 
depreciation on the original balance sheet 
valuation (as provided for in the ac- 
counts of the subsidiary), but with the 
holding company’s share of depreciation 
on any excess value attributed to the 
asset. Should the holding company’s 
valuation be less, then the depreciation 








aid 
for 
(b) 
the 
ess 
ble 









as follows: 


Investment in 
subsidiaries: 
W Ltd. 
2,000 common 
shares at cost 
bought 1/10/47 ...... 
F Ltd. 
3,000 shares at cost, 
bought 1/10/ 46...... 















2,000 shares at cost, 
bought 1/4/48 ........ 
Plant, bal. 1/10/47 ........ 
Less: Depreciation, 10% 






Other net assets .............. 








CONS SiS ccserinns 
Capital Stock: 
1,000 5% Pref. 
shares of $100 ............ 
Common shares 
ON cp acecatserticcs 
of $25. Yet 35 
Ee a cscaivctsccsinsenes 
General Reserve: 
ke dee 
SUMO Sorescsscccsséicisis 
Surplus: 30/9/48 ............. 
Revenue Deficit: 











on the difference should be credited to 
the consolidated surplus. 


F Ltd. 1/10/46 
Loss 1946/47 
Loss 1947/48 









The illustra- 


Z Ltd. 
$ 
70,000 
120,000 190,000 


90,000 


$ 280,000 


Z Ltd. 


$ 
30,000 


200,000 


35,000 


15,000 


$ 280,000 


ILLUSTRATION 6 
The balance sheets of Z Ltd., W Ltd. and F Ltd. at 30th September, 1948, are 


ASSETS 








$ 232,750 


LIABILITIES 





$ 232,750 


60,000 


45,000 






127,750 


$ 
20,000 


100,000 


75,000 


10,000 
27,750 


W Ltd. 
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300,000 







$ 275,000 
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tion should be studied carefully for this 













275,000 










$ 275,000 







F Led. 


$ 
10,000 


265,000 
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(i) Analysis of the surplus of W Ltd. reveals the following: 


Profit, year to 30/9/48 


Dividends declared and paid during the year to 30/9/48: 


Pref. dividend, 1% year to 30/9/47 .... 
Pref. dividend, 2 year to 31/3/48 ...........0000. 
Final common dividend, year to 30/9/47 ..... 


(ii) For the purpose of determining the price to be paid for its holding in W Ltd., 
Z Ltd. placed a valuation of $60,000 on W Ltd.’s plant. 


Note: The preferred shares of W Ltd. 
have priority for return of capital on a 
winding up but no right to share in surplus 
profits and no voting power. 

In no case has there been any issue of 
capital stock since 1/10/46. 


Required: Consolidated balance sheet 


of the three companies at 30th Septem- 
ber, 1948. 

Solution 
1. First consolidate the subsidiary, W. 
Ltd. and the sub-subsidiary, F Ltd., in 
which W Ltd. has a holding, in ac- 
cordance with the rule already stated. 


Calculation of Goodwill or Capital Reserve 


Capital Stock, F Ltd., 1/4/48 ................ 
Less: Revenue deficit: Balance, 1/10/47 | 


1% loss for year to 30/9/48... 
* (See note below) 


Equity of Capital Stock, 


W Ltd.’s one-third share ......................... 
MRI TY AIDS isc sesedusccaprovgaascesssachinvavicsés 


RAN URNS or psi oy een egos oe AY Sale di sas fuss 


: $300,000 
30,000 


2,500 32,500 


$267,500 
89,167 
60,000 


1/4/48 


2. Schedules for consolidation of F Lid. and W. Lid. 


(i) Interest of shareholders of F Ltd. other than W Ltd.: 


Z Ltd.: Capital Stock ¥) .............. ; 
Less: Revenue deficit 
Balance, 1/10/46 } ..... 
Loss to 1/10/48 ¥ ..... 


Others: Capital Stock one-sixth ........... 
Less: Revenue deficit, one-sixth 


10,000 
7,500 17,500 


$132,500 


$ 50,000 
5,833 


$ 44,167 





000 


500 
500 
250 


m- 


00 
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(ii) Interest of W Ltd. 


tn aie ee See ache ctas een A Nasaeegpainance ase oe $ 60,000 
Less: Share of loss, Y% year to 30/9/48: 

* onethid OF (9) GE S000): si. iiicccidaniendhs an 834 

$ 59,166 


3. Consolidated Balance Sheet of W Ltd. and F Litd., at 30th September, 1948. 


REI RON UD 580s ss avast isn me Sp tese a aewe cettted $127,750 
gee ig iii ee eel | 
RUMEN UMRR LSS sid csteces se yavipetuatecdosaaciness ss SeSes e¥ch a5vsiii cats tas é inate RSlg Beane esvlag eI AS 45,000 
$447,750 
RRNINNII UN MEME Soi cic susulbveeneieasdauaipass Sivaveevaliaa\ eaedneseas wulecaeeeaaiamss 20,000 
ea a ick a te ccieesn aa hia, 10,000 30,000 
Interest of shareholders of F Ltd. other than W Ltd. 
OM coe ele a ilo aco cea Nae cele AE CIR A ea hs PE 132,500 
URN ss iecastecces ee ctscascasys ; ect Shesse earns das Ralab cee ke tec pesca cam ove 44,167 
Capital Stock; W Ltd. 1,000 596: Pret. shares \..2..........c0scc...cssescssisesiee: : 100,000 
SOOO “CORMMIOR SROEES® 3 oi..06. 0) oicccts iiecssseesdiescccene 75,000 
Capital Reserve: F Ltd. ....................... v Sade RIA cata ecie MNca ha kode. 29,167 
General Reserve: W Ltd. .................... Pash acl toasted betwee ee 10,000 
GUERIES WW EARS iscsi scien feet eer 27,750 
Less: W Ltd.’s share of F Ltd.’s loss since 1/4/48 ...... 834 26,916 141,083 
$447,750 


4. To consolidate the balance sheet of sheet of W Ltd. and F Ltd., as in 3 
Z Ltd. with the consolidated balance above. 


Calculation of Goodwill or Capital Reserve: 
(i) of Z Ltd. in F Ltd. 


Share Capital, F Ltd. 1/10/46 .. Shek eeeienre ere ro 
eee: Berens aenctt FLAGS 17 10/4) isicaniccicciccrcas iit Aiinwiivcd 20,000 
Baurty Wr Capital Steck. 17 10/80. oi. scnstrin canneries $280,000 
ei NUN Se a ose sacar sac cc gadadinns Laas ptuse biv'eVouass Tencaaeasl see tiasPeekoceasaaenabeeee ns 140,000 
RI RIS ies schcan Sav cdch cass gn cexscocscaabeh vcxccss sige deasadeaten adie acmascatnadhackageantarties 120,000 
RS RNRRIN RNR is Sass caiscd ns casas cuca asta sana de Resanstiasotaliacchaad ncaa $ 20,000 


*Note: In the absence of any exact figures way through the subsidiary’s financial year, 
for profits of an acquired subsidiary, to date the full year’s profits should be apportioned 
of acquisition, where such date falls part on a time basis. 
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(ii) of Z Ltd. in W Ltd. 
Share Capital, W Ltd. 1/10/47 
General Reserve, W Ltd. 1/10/47 


Add: Undervaluation of Plant, as agreed with Z Ltd., 1/10/47 


Surplus, W Ltd. 1/10/47 


Less: Preferred Shares, 1/10/47: 
Par value ... 


*Dividend, 14 year to 30/9/47 


Equity of Common Stock 


Z Ltd.’s holding — two-thirds ............ 
PNR Ae I Sissies cesses cc ctacesxteesesecneis 


Goodwill 


5. Adjustments for final consolidation 
(i) Due to outside shareholders of W Ltd. 
5% Preferred Shares: Par 
Add: Div. 4 year to 30/9/48 .. 


The provision for this dividend will 
be subject to the same considerations, 
relative to conditions at the date of con- 


Common Shares: Par, one-third 
General Reserve: one-third . 


Surplus: one-third (after deducting pect, a. wotven’ $2, 500) 


SGURDEERL DREW Onn 2s socsccnesssakences 


(ii) Interest of Z Ltd. 


(a) Paid on acquisition of W Ltd. ........ 
Less: Div. from pre-acquisition profits: two-thirds of $2,250... 


N.B. The balance sheet of Z Ltd. must 
be corrected, as in Illustration 5, by cre- 
diting the investment in W Ltd. and de- 
biting profit and loss account with the 


(b) Z Ltd.’s share of profits of W Ltd. 
two-thirds of ($30,000 - 5,000 pref. 
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ieee Bet le altel $175,000 
eet ma scat i 10,000 
10,000 20,000 
en me 5,000 
200,000 
i tae tata 100,000 
hia ese ee 2,500 102,500 
ea ct tre ae atrach al 2 oka D $ 97,500 
Seles Nancie nee te! 65,000 
a an ace al 70,000 
Dictate Seth eo aa ela 5,000 
ats ...$ 100,000 
2,500 102,500 


solidation, as stated in the note in 4. 
above. 


3,333 
8,139 


9,722 46,194 


..$ 70,000 


1,500 68,500 


$1,500, which Z Ltd. must obviously 


have credited to profit and loss account 
on receipt. 


since acquisition: 


div.) oeeccesse Paced $ 16,667 


Less: two-thirds of W Ltd.’s share of F Ltd.'s ee 


since 1/4/48 


* Note: If there had been no profits in 
either accumulated surplus or general re- 
serve of W Ltd., out of which to pay this 
dividend, no provision could have been 





556 


$ 16,111 


made for it here, except on the expressly 
stated assumption that the priority extended 
to arrears of dividend as well as to capital 
(as in Illustration 5). 








0 
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Less: Special reserve for depreciation of plant 


10% of $6,667 (see item (iii) below) ................ eens 667 
$ 15,444 
(c) Z Ltd.’s share of capital reserve of F Ltd., created since 
1/10/49: twO-hias GF SIG IGT  uncccchciticcentusess pastes $ 19,445 
(d) Z Ltd.’s interest in F Ltd. 
Paid on acquisition, 1/10/46 ............. coxuntetansbeacts. $ 120,000 
Less: 14 loss since 1/10/46 ............... LEE col tccspecne OE 7,500 


$ 112,500 
Add: Capital reserve on acquisition .............0..ccceeee ; 20,000 


$ 132,500 


(iii) Addition to plant of W Ltd. 
Two-thirds of $10,000 excess valuation on acquisition of 
NCS IN MIN a cca iaa ends spisvios ts bees eae tnaesbeeateaioes pant $ 6,667 


Note: Depreciation on this increase must be charged against 
Z Ltd.’s profits, since W Ltd. is providing depreciation 
only on its own book value (see (ii) (b) above) 
Z Ltd.'s depreciation will then be ..................:..ccescersseereee ‘ $ 5,667 


6. The final consolidation can now balance sheet, referred to in 5. (ii) (a) 
be made, bearing in mind the adjust- above. 
ment required for the error on Z Ltd.’s 
CONSOLIDATED BALANCE SHEET OF Z LTD., W LTD. AND F LTD. 
AS AT SEPTEMBER 30, 1948 
Other Net Assets: 


I eh A atl a oe ea a ta ata $ 90,000 

Ww the: .K:.. eta CGN Sic A Sad stint Reon aay Sancaar ola otesnen ; 127,750 

BA ic de cape tiie ecciadnad cain ces sree ai aai toe: Bids 275,000 
Plant: W Ltd., less depreciation .................. cn dentpict x ipateaelinm manta 51,000 
Goodwill: W Ltd. a Sein sida pagsenseavaa heacapa vasa theme abana ey : 5,000 

$ 548,750 

Creditors: 

I ek SAR hk a Sith $ 30,000 

a lial A he ai ae ccussae 20,000 

i i ad rt asad é . 10,000 $ 60,000 
Shareholders of F Ltd. outside the combime ..............ccccccccscesseseeseseseeeseeeees 44,167 
Shareholders of W Ltd. outside the combine: 

NPRM Ne carne eee ccc cana aces cess sveiaasawe aabuioidapipotves oes cose 102,500 


MN INN 56s soegccaagc bao vss vce etapa taceasrecc baie aa aes cee GA Mibcvdn See 46,194 





128 The Canadian Chartered Accountant, September, 1949 


Capital stock: Z Ltd. 


Common stock: 2,000 shares of $100 each .......... 


Capital reserve: F Ltd.: direct .................. 


through W Ltd. ....... 


pens (eeetees 2, GR, cd.ciireeosedkeccsancccsens 
Surplus: Z Ltd. (after adjustment of error) .. 


Less: Share of loss of F Ltd.: direct ..................0c:c0000 
through W Ltd. ....... 


Less: Special reserve, depreciation of plant of W Ltd. 667 


It would be easy and desirable, if 
space permitted, to introduce further il- 
lustrations, in which practical difficulties 
not already mentioned could be dealt 
with. But none of these complexities 
will alter the basic treatment of consol- 
idation by the method indicated. A stu- 
dent who has mastered the method here 
illustrated for examination purposes can, 
without many working papers but with 
full detail, produce his consolidated bal- 
ance sheet speedily, methodically and 
wholly logically, in such a manner that 
the final consolidation is almost auto- 
matic. What is needed is a thorough un- 
derstanding of the basic rules and ability 
to use them without hesitation. The the- 
ory underlying these rules must be 
thought out and the rules themselves 
memorized. After that a little practice 
will soon make the student familiar with 
the procedure required. The essential 
thing is to ensure that, on the consolidat- 


200,000 
20,000 


19,445 39,445 


Pete drei toa es 35,000 


13,500 
16,667 


30,167 


8,056 


22,111 
21,444 


$ 548,750 


ed balance sheet, the final figures to the 
credit of reserves and surplus correctly 
reflect the amounts at the disposal of the 
controlling company. The figure to the 
credit of surplus must tally with the fig- 
ure shown as attributable to the holding 
company in the consolidated profit and 
loss statement of the combine. The pre- 
paration of such a consolidated statement 
is itself a matter for further study and 
practice by the student. These consoli- 
dations must never be done mechanical- 
ly, for they are all obviously based on 
reason, and the student must argue the 
matters out with himself and not rest 
content until he fully understands them. 
It is to be hoped that he will learn to 
relish the challenge to his logical powers 
which such exercises give, and that he 
will soon make himself proficient in a 
phase of accounting which has today as- 
sumed such great importance. 








The Students’ Department 


J. E. Smyth, C.A., Editor 





NOTES AND COMMENTS 


NE OF THE THINGS that dates 

us rather badly these days and 
makes us feel that we should be res- 
pected for our old age, if for no other 
reason, is that our edition of Axditing 
Theory and Practice by R. H. Montgom- 
ery, the one we used as a student, is only 
the sixth edition. We now have before 
us the seventh edition (Ronald Press, 
New York, 1949). 

There are two or three things about 
this new edition that seem to us well 
worth mentioning. We are not going 
to pretend we have read the whole of it 
by any manner or means, but this of 
course is only a minor hindrance in the 
way of our commenting extensively up- 
on it. In the first place, the new title 
of the book is, in a way, a recognition 
of the acceptance it has gained for itself, 
and deserved. It is called, simply, 
Montgomery's Auditing. Two other 
authors are now named in addition to 
R. H. Montgomery—N. J. Lenhart and 
A. R. Jennings of the same firm of ac- 
countants. 

Secondly, a surprising thing about the 
new edition is that it is actually seven- 
teen pages shorter than its predecessor! 
This is a highly commendable feat in it- 
self, and we cannot help observing that 
the authors must really know what in- 
ternal control means. 

The revision appears to have been a 
very thorough one. A chapter is now 
devoted to each of the “short-form” and 





“long-form” audit reports suggested for 
use in the United States and there is an- 
other chapter on Procedure under the 
Federal Securities Acts. While these 
chapters may not be of direct use to Can- 
adians, a quick reading will throw in- 
teresting light on developments to the 
south of us, and this is certainly some- 
thing one cannot completely disregard. 
At any rate we do not regret scanning 
through them. An appendix has been 
added and would appear to be of very 
wide application. It consists of question- 
naires for the evaluation of internal con- 
trol in various types of businesses. The 
questionnaires are in our opinion a most 
useful addition. 
ee 


Montgomery evidently believes that 
the proof of the pudding lies in the eat- 
ing. He seems to take the comforting 
view that the present form of our finan- 
cial reports cannot be as bad as some 
people say or the form would not have 
survived this long. (‘If it were really 
important, there would have been more 
changes than have taken place in the 
thirty-seven years since the first edition 
of this book.’’) He also suggests that 
it is what financial statements contain, 
and not the manner in which they may 
happen to be drawn up, that counts. In 
this latter connection we cannot resist 
passing on just this one quotation from 
his new Preface: 


I doubt the practicality, or for that 
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matter the desirability of endeavouring 
to make financial statements clear to the 
uninformed. We are told that 90 per 
cent of the informed look only at net 
earnings, earnings per share and the com- 
parisons with the preceding fiscal period. 
I therefore suggest that students in ac- 
counting courses take notice of the at- 
tempts, over a long period of years, of 
some of us to clarify financial statements 
and our inability to make more than a 
few changes in form. We have made 
progress in disclosure and other 
important phases of fact. 
Obviously no financial 
should be permitted to be issued which 
fail to disclose all material information 
regarding operations and financial posi- 
Of less importance is the method 


much 


statements 


tion. 
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of disclosure. In my opinion when full 
disclosure has been made of all pertinent 
information both the informed and _ the 
uninformed should be able to get all they 
need. The uninformed will never un- 
derstand but they have no basis for com- 
plaint. The informed get all they need 
and can form own 
Needless to say these conclusions differ 
widely. 


their conclusions, 


Almost reactionary, isn’t it? Cer- 
tainly an interesting and somewhat 
different angle. We particularly like 
the part about the uninformed not hav- 
ing any basis for complaint. In fact, 
we have not seen the uninformed dis- 
posed of so neatly for a long time now. 


CORRESPONDENCE 


Winnipeg, Manitoba 
Sir: Professor Smails in his letter published 
in the Students’ Department, June 1949 re- 
ferring to my earlier letter (May 1949 edi- 
tion), has asked me two questions which I 
am pleased to answer. First, I would not 
deny that the almost universal practice is 
to head one side of the balance sheet with 
the word “Assets”. 

In his second question he wrongly infers 
that I have arrived at the conclusion that 
there is no implication that an item set 
down on that side of the balance sheet is an 
asset. What I did say is that in the normal 
use of the term “Deferred Charge” there is 
no necessary implication that such a charge 
constitutes an asset. It is meant to indicate 
simply the postponement of a charge or ex- 
pense which has been incurred so as to give 
effect to such expense in future income 
statements. 

The only reasonable justification for 
showing deferred charges on the asset side 
is that of technical necessity. It would ap- 
pear to be a lesser evil to include a deferred 
charge on the asset side, possibly following 
a sub-total representing total genuine assets, 
than to deduct it from the par value of the 
bond - liability thus understating the total 





liabilities. Why should the total liabilities 
of two companies with identical bond issues 
outstanding differ solely because in one case 
the bonds were issued at par and in the 
other case at a discount? 

To the informed reader of balance sheets, 
however, the picture presented is the same, 
whichever method of presentation is used 
and admittedly there are grounds for argu- 
ment either way. 

The point I wish to stress, however, is 
that the average student regards published 
solutions as authoritative, regardless of 
printed warnings to the contrary. When- 
solutions contain features differing 
from accepted practice, or deal with issues 
where more than one school of thought pre- 
vails, the maximum benefit to the student 
would be obtained if attention were drawn 
in the solutions to the possibility of option- 
al methods of treatment. 

WILLIAM H. Gray 
‘ss + 2 


Calgary, Alberta 
Sir: The proper treatment of a deficit in 
the balance sheet eludes me. I have search- 
ed Finney, Smails, Montgomery and others 
to no avail and the only definite statement 
on the subject to be found in my limited 


ever 
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library is from Husband and Thomas “Prin- 
ciples of Accounting” which reads: “A de- 
ficit should be shown as a contra deduction 
from capital stock; it should not be exhibit- 
ed among the assets.” 

Armed with this intelligence I was there- 
fore surprised and dismayed to note the treat- 
ment of a deficit in the answer to question 
4, Accounting IV, Examination Problems 
and Solutions, 1944 (p. 119). In this pre- 
sumably model solution the deficit was ar- 
rayed with the assets. 

Furthermore, if it be admitted that de- 
ficits ought to be deducted from share cap- 
ital or proprietorship, what is to be done 
if the deficit exceeds the share capital or 
proprietorship? [Student's name withheld 
on request] 

Editor’s reply: 

We find it fascinating to think that three 
of our leading authors should have neglect- 
ed to put the deficit in its place. Perhaps 
it is because we hardly know what a de- 
ficit looks like these days (thank goodness). 

This is a subject on which we have the 
strongest personal views. We think it is 
impossible to contend seriously that a deficit 
is an asset. And if it is not, it has no 
right to be on the asset side of a balance 
sheet. A deficit represents a depletion of 
proprietorship through successive losses. 
There is no more fundamental rule in ac- 


counting than the one that profits tend to 
increase net assets (i.e., proprietorship) and 
losses to reduce net assets. Therefore the 
deficit should appear as a deduction from 
share capital in the proprietorship section. 

There cannot be any balance sheet of a 
going concern when the deficit exceeds the 
capital stock. The company would be very 
bankrupt indeed by the time it reached this 
stage because its liabilities would exceed its 
assets (including even fixed assets). 

We wince to think that these pages once 
contained the travesty of accounting logic 
just now brought to light, but then the sol- 
ution is almost five years old, and in about 
one more year criticism of it would have 
been statute barred! (At least according 
to our interpretation of the Statute of Lim- 
itations it would.) 

The Foreword to the Problems and Solu- 
tions section is intended to avoid the im- 
pression that the published solutions are 
“model”. There are often somewhat differ- 
ent ways of handling a problem and differ 
ences of opinion still exist on certain points 
of accounting theory. To describe a solu- 
tion as model is to suggest by implication 
that there is no other acceptable (or in this 
case, we think, better) way of working it. 
We doubt if any accountant would be pre- 
pared to submit solutions for publication 
on that basis. 


PUZZLE 


A certain section of land is in the 
shape of a perfect square. A farmer 
owns three-quarters of the section, as 
shown by the shaded area of the square. 


The farmer dies and leaves the land 
to his four sons. Each of the four sons 
is to have a portion equal in area and 
similar in shape. How is the land di- 


vided? 
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PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect 
of course the personal views and opinions of the various contributors. They are designed 
not as models for submission to the examiner but rather as such discussion and explanation 
of the problem as will make its study of benefit to the student. Discussion of solutions 
presented is cordially invited. 


PROBLEM 1 


Intermediate Examination, November 1948 
Accounting I, Question 8 (15 marks) 


You are required to prepare the bank reconciliation as at 31st December 1947, for DEF 
Company Limited. 

Set out below are the following records of the DEF Company Limited: 

(a) Bank reconciliation as at 30th November, 1947; 

(b) Transcript of those columns of the cash book recording bank transactions during 

December 1947; 

(c) Copy of the statement for the month of December 1947 which has been received 

from the bank. 

The paid cheques returned by the bank have been compared with the bank statement 
and with the cash book. The candidate is assured that the check mark ‘‘/” signifies agree- 
ment between the bank statement and the records of DEF Company Limited in respect of 
the items so marked, but other items have not been compared and may be in error. 


(a) DEF COMPANY LIMITED 


BANK RECONCILIATION 
30th November 1947 


Balance per bank statement, 30th November, 1947 ..0.........cccccceecueees $ 701.21 
Ae CNN BONNE sconces csesssbotians contac tcoceatasseusancvesieonss séssvaeessstp ly 40.99 
Cheque of DED Company charged by bank to DEF Genpea, 
RMA MMAR 5c sec ces ose and cat in cave seateseaT pecs eet 212.10 
1,558.45 
$2,259.66 
Less: Outstanding cheques: 
Nos. 
490 a eelg ce weaceaie eee ev ianadee bonnes insb naires ome na oh ududanusnsuabeevoaseconpeleneasecutaeaga rea’ 111.11 
6 Sau eee ec Arce ecto ceas pea sates sue Heed saab tayin eae sn ghee Fooseh pasty i 70.89/ 
Be 9 peiccncancrscnensatantesecs carucastenmectveceontaeoctietes FERC Care aK eaceNian Eee 54.18/ 
Spree en cute inh Pogue ukeuncons ustuasl: povacrexcnectiusbaskGnekeatinsseesala ess rat iacsayieesneeens 43.45/ 
SN? wy aaecheceudcen Sts Ma Soren eatsabb tars oub cesaaea Sonne solves aaclanpeoensecdoaserusuapdeesa’ ee 50.12/ 
BO eee petra eh ceases Sec pres ase NTs oetg ag change LPO sige SEO 
De ae Redd td gltahe on sncswn coupe vadnpasesenesth awk eksnvcohesoeabnbansenouspekelgeibes bp ces . 80.15/ 
De aap ES ce ATi Ml a tepcbenraiis ssicsiccs. ARTO, 
ie ea haat ri Bay ocr as es putt epee oceac solvap aa baal s casbx cus ausensadalcateaSianscavedesdpiss 60.25/ 
BF mam eiccatona etree ni AD Ares Se cheegcaci essences pei tanianecan > Dee 
SB a cig sc Lr ena cute uaceaioas sue h inves eoseeanlerneeniawahetiirnii eee Katpnb peek acetencccohavenaes 174.10 


1,159.64 


Balance per cash book, 30th November, 1947 .0......0......00:cccesesseseeteeeeeeenes .sse..$1,100.02 
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(b) DEF COMPANY LIMITED 
CasH Book 

Dec. Cheque Bank 

1947 No. Debit Credit 

1 Balance ir $ 1,100.02 $ 

| a seed 1,124.31 
Can. Pac. Expres ee edict tics? Sie 121.34/ 
Can. Nat, Express: .......::.0::5...0600. pohirsscsctist/n SO 83.50/ 

2 Deposit ............ SS saci nteeaneai A ea tthaatuaserpeeeaeet 1,256.56 

3 Deposit ........ Be SM Reuter elo Nan ac 969.54 

a NN 55 fo iar bsedos bs cease che ly ced cepsnscascacsseduadavsodustantsons 1,320.30 

5 Deposit .. ee sist ues ees 1,414.14 

6 Deposit ... ” ica le eres 1,450.50 

is Gh ais cecciadestninentssniievstoeees Accounts 

Payable 531 392.21/ 

Bifitters Co. ....... I Bed at cassis = 2 403.50/ 
Canamada Mfgrz. ........... ae 3 616.61/ 
Driem Cup Ltd. ........... = 4 205.13/ 
Gabby Perfumery ............... leet |e 535 121.00/ 
Heady Hats ................ bosses ast dheel ea seate- tes 6 325.00/ 
We MOONE COS 8258 cicero eciegs stv . 7 176.00/ 
Johnston Mig, ..../.:........:. aes i ee 8 89.45/ 
Kanada Kompany ...... Rianne cheese, 9 92.70/ 
Lawrence Lowland Ltd. eiaradheelta <0 540 340.16 
Lakeville Realty ........... Sos aks 1 412.44/ 
Manymen’s Clothiers ......... -” bee 2 213.54/ 
Manufacturing Co. Ltd. . 3 600.12/ 
Misses Coat Company ...........0cccc cee 4 110.25/ 
No Fit Clothing ................ vaste 545 133.65/ 
No Like Materials ......... betcha l certs, «7 6 145.60 
Obvious Advertisers ebieniic is 7 213.40/ 
Office Stationers ....... tent atte te 8 231.54/ 
Pretty Dresses Inc. ..... eters. 9 345.45/ 
Pallsy Dog Leash ........ seis 550 512.61 
Restful Overall Co. raked meets 1 277.36 
Sparetime Repair Co. anes, °° 2 101.05/ 
Thrilling Cosmetics ................... eats 2 3 522.43/ 
Unwearaldi Shoes .. feu 4 78.90/ 
Xtra Special Clothiers wise 555 239.34 
C.P. Express ..... eee 6 273.26/ 
C.N. Express . SPs 7 100.19/ 
Deposit ..... RC eNews 1,390.03 

9 Deposit .. Fists ee 1,402.40 

10. “Deposit ............. scat atoaten 1,001.25 

11 Deposit . isa iho nuenn hte 1,534.62 

12 “BPSOSIe i ..25::.: ponte lacie usacedsees 1,530.25 

13. Drafts collected ............ satassiccsaseesaede bastoeescates 1,212.10 
Deposits .......... eee gubdaveadeddoasanestics 1,748.90 

15 Drafts collected . sciagpectene 674.19 
C.P. Express . iunmesne Ge 343.40/ 
C.N. Express : Cetera et 9 121.31/ 
ee o .....Payroll 560 43.45/ 


oY PRE sc chsccssackinesaticc-s autor 1 50.26/ 
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eT eee Paps ate ietistsl 
Dudley ....... 

Gordon ... ; aus pes 
NS tree rede paicaues cariveachete rs sets 
. Higgins .. 

 <: 

Lorne ..... 

Sanderson 

Smith . 

Smythe .. 

Thomas . 

Tomlinson 

. Thomson 

V. Vivan . 

K. Walker 

T. Wiley . 

S. Wilson 

W. Woods 

| ee ey 
Receiver General (income tax deductions) . 
Receiver General . 

Deposit 


Am © 


g- ah map 


Deposit 
Deposit 
Deposit 
Deposit 
Drafts collected . 
Adams . Bonus 
Bruce . = 
. Donaldson 
Dudiey 
Gordon 
Hanley . 
Higgins 
. Kaye . 
Lorne . 
Sanderson 
Smith 
Smythe 
. Thomas 
Tomlinson 
. Thomson 
V. Vivan . 
K. Walker . 
T. Wiley . 
S. Wilson 
W. Woods 
Xe) 800 ix. 
Deposit 
Deposit 
C.P. Express 
C.N. Express 


Ar mOmM ow > 


qm 


qs 


wv 
nN 
OS ON NAY KYW ND 


570 


maw nN 


580 


583 


585 


600 


w N 


604 


1,454.20 
1,621.13 
1,345.48 
1,630.48 


1,645.23 
400.00 


2,020.43 
1,954.83 


70.89/ 
61.36/ 
25.18/ 
80.15/ 
60.25/ 
62.31/ 
54.18/ 
48.36/ 
48.36/ 
42.75/ 
50.12/ 
55.18/ 
43.45/ 
60.25 
54.18/ 
61.40/ 
25.18/ 
62.31/ 
50.12/ 
427.82/ 
28.34/ 


15.00/ 
20.00/ 
25.00/ 
20.00/ 
15.00/ 
25.00/ 
20.00/ 
20.00/ 
20.00/ 
15.00/ 
20.00/ 
20.00/ 
15.00/ 
20.00/ 
20.00/ 
20.00/ 
10.00/ 
20.00 

20.00/ 
15.00/ 
15.00/ 


312.16/ 
113.12/ 





Ts Ce eee 


. (eer 
ene 





39/ 
36 / 
8 / 


5/ 
1/ 
8/ 
6/ 
6/ 
5/ 
2/ 
g/ 


3/ 
)/ 
5/ 


a a 


23 
24 
27 
30 


; 
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Deposit 
Deposit 
Deposit 
Deposit a 
: ae re 
B. Bruce 

Donaldson 


v 


DUG .cc855... ; 
Gordon 
Hanley 
Higgins .. 
. Kaye 
Lorne ; 
Sanderson. ............. 
Smith 
Smythe ..... 
Thomas 
Tomlinson 
. Thomson 


Ammo m 


<7 mmye 


Payroll 


Y. Yeo Re dcninetenee , des 
Receiver General (income tax deductions) 
Receiver General ............. 

Deposit 

C.P. Express 
C.N. Express paces 
Coal Co. of Canada ........... 
Light & Power Co. Ltd. . 


Balance 


(c) STATEMENT OF ACCOUNT 


DEF Co. Ltd., 
Canada. 


In account with 


XYZ Bank 
Someplace, Canada 


2,124.61 
2,230.59 
845.26 
789.18 
606 


ce 


610 


n 
— 
Ky SOU ON DAY RwWN 


ND 
NN 


a 
a th 
SAY NAY BRWN 


932.12 
629 
630 


$38,122.65 


$38,122.65 


Explanation of 
DM—Debit memo 
CM—Credit memo 
IN—Interest 
CC-—Certified cheque 
CL—Collection 


OD—Overdraft 
EC—Error corrected 
RT—Returned item 
D —Discount 
EX—Exchange 
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43.45/ 
50.26 
70.89 
61.36 
25.18/ 
80.15 
60.25 
62.31 
54.18 
48.36 
48.36 
47.25/ 
50.12 
55.18 
43.45 
$ 60.25 
54.18/ 
61.40 
25.18 
62.31/ 
50.12 
427.82 
34.50 


146.18 

70.21 
568.49 
121.30 


$12,806.26 


25,316.39 


characters 








$ 70.89/ 
60.25/ 


61.40/ 


43.45/ 


DM 25 
121.34/ 


403.50/ 
80.15/ 
411.24/ 
205.13/ 
213.40/ 
616.61/ 
43.45/ 
70.89/ 
54.18/ 
25.18/ 
48.36/ 
412.44/ 
101.05/ 
345.45/ 
231.54/ 
343.40/ 
121.31/ 
50.12/ 
15.00/ 
20.00/ 
20.00/ 
25.00/ 
15.00/ 
20.00/ 
20.00/ 


312.16/ 
614.16 


47.25/ 
25.18/ 


EX 


RT 


DM 


c 





$ 54.18/ 


42.75/ 


83.50/ 


78.90/ 


89.45/ 
392.21/ 
121.00/ 
213.54/ 

-70 
110.25/ 

62.31/ 
100.19/ 

60.25/ 

50.26/ 

61.36/ 
325.00/ 

25.18/ 

42.75/ 

54.18/ 
114,12 


427.82/ 
25.00/ 
20.00/ 
20.00/ 
15.00/ 
10.00/ 
85 
20.00/ 


113.12/ 


54.18/ 
34.50 


EX 


EX 


cc 


EX 


$ 50.12/ 


75 CL 


92.70/ EC 


90 
600.12/ 
392.21 CL 
176.00/ 
522.43/ CL 
273.26/ 
80.15/ 
48.36/ 
62.31/ 
43.45/ 
28.34/ EC 
55.18/ 
133.65/ 
50. <1. 
50.12/ 
61.40/ 


15.00/ 
20.00/ 
15.00/ CL 
20.00/ 
15.00/ 
20.00/ 
20.00/ 


62.31/ 





Cheques 
Deposits 


$1,346.35 
1,124.31 
1,256.56 
512.19 
969.54 
1,320.30 
1,414.14 
1,450.50 
1,390.03 
212.10 
1,402.40 
1,001.25 


1,212.10 
1,534.62 

614.19 
1,530.25 


1,748.90 
392.21 


400.00 
1,545.20 
1,621.13 
1,345.48 
1,630.48 


634.50 
114.12 
1,645.23 


2,020.43 
1,954.83 
2,124.61 
2,230.59 

845.26 


798.18 
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Date 


Nov. 


30 
1 
2 
3 


Oo Oonuv sd 


» 15 


. 16 
RF 
. 18 
« 19 


- 20 


» 22 
. 23 
. 24 
- 27 
- 30 





Balance 


$ 701.21 


1,872.37 
2,936.43 
4,192.99 


5,569.82 
6,763.17 
8,177.31 
9,627.81 
11,017.59 


12,339.15 
12,846.55 
13,001.67 


13,409.46 


14,711.53 


14,879.69 
15,981.90 
17,206.07 
18,358.61 


20,482.46 


22,402.04 
24,356.87 
26,056.20 
28,286.79 
28,517.89 


29,049.20 
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DEF COMPANY LIMITED 


BANK RECONCILIATION 


As at 31st December 1947 


Balance per Bank Statement SR ak a he ie has aaah pce MOR $ 29,049.20 
Less outstanding cheques: 

No. 490 ..... , she $111.11 
Dee? esas hens Si 174.10 
580 asc site 340.16 
546. . wi cs eh ail 145.60 
> ae sia a ; 512.61 

r . eit 5 Mucan dca cei Mains taa apa arestiaes 277.36 

5 pone aatlcby celsens 239.34 
372 Ry 60.25 
600 20.00 
607 x etagiatanaweben 50.26 
aoe ; ivacenses 70.89 
9 ou sais besauans 61.36 
We vencis canes ” - ss 80.15 
60.25 

w Kaaba 62.31 
a eet sSadiles ie 54.18 
615 ae 48.36 
6. eid 48.36 

RS eacshptiscieties nett scien ee eas 50.12 

9 siets ; 55.18 
620 . ess ie 43.45 
1 60.25 

3 61.40 

4 25.18 
6 50.12 

7 427.82 

9 146.18 
630 70.21 
E -SeSRASRtaoo niece eens 568.49 

2 121.30 

4,096.35 


$ 24,952.85 


Add outstanding deposit ....... Salebmevecnabideimsiteleeataate ca $ 932.12 
Cheque charged in error 31 Dec. .. bia edcaboa Sein beireiceedl 614.16 
—_—_ 1,546.28 
$ 26,499.13 
Balance per Cash Book .... ele a decd Re ae j $ 25,316.39 
Add collections not entered: 
NES Se sicscieataisicsthovsnetecses prs ceoteh rected acne 512.19 
NN nme ates teudvaweas sa akdisestactceas 634.50 
———— 1,146.69 
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x Errors in recording deposits: 
RN eh ie cece en rl ect a hd $ 91.00 


100.00 


$ 26,563.08 


MOREY CB) eysetec detec ats Pe seers cate a ; 75 
BOE cpa ghks one encenenunceaknaciodbaapins nena ibeconsestencons ‘ Bt 

OR: Soicente ca heickrdecineday aetna eain Savi -90 

BO eee ae Pine ce chs adeaugiasnveotaverooaeneieee -70 

a ea es nore ced tae 50 

BE pie bas coe as area weent cuceMartesvsss Ookaaoeaee ; ene 85 


3.95 
x Error in recording deposit: 
NNER pia deca any toca ns paeeweod oc cuenseae a enneu Gites 60.00 
$ 26,499.13 [ 


Certified cheque outstanding No. 628 Receiver General $34.50 
x These adjustments may be made to the Bank Balance rather than to the Ledger Balance. 
PROBLEM 2 
Intermediate Examination, November 1948 
Accounting II, Question 1 (10 marks) 
The directors of a manufacturing company which owns a large amount of valuable 
plant and machinery decide to keep a “Plant Ledger’’, and seek advice from their auditor as 
to how this ledger should be kept, what information it should contain and how deprecia- 
tion should be dealt with. 
Required: 


Prepare a memorandum, setting out the auditor's advice to the directors. 


A SOLUTION 
PLANT REGISTER 


Points to be covered: 

1. The register should be kept as a subsidiary ledger and agree with the Plant and 
Machinery controlling account in the general ledger. A loose-leaf ledger facilitates 
handling and arranging the detail. 

2. A record should be kept of each unit of plant and machinery classified as to type and 
location. 

3. Information shown for each unit should include: 

—description, identification and location 
—date of acquisition, new or used 
—original costs and installation costs I 
—estimated working life 
—estimated scrap value 
—rate of depreciation (and perhaps depreciation—see below) 
—additions or retirements 
—final disposition i 


































iS 
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Viz., 


Unit: (hescripton’ dd LOCH) s « «.....5..6.. 680.0 ani eeatecess ; 
MINN NNRREINS Syst checec sta vita antsnsse 


Reconditioned) 
Estimated working life: ..............0.0...... years. 
Date retired from service: ...............cccccccsecsees 
Estimated scrap value: $ 


Depreciation rate: ...................0+ % 


Removal Expense: $ 
Details Amount Balance 
Original costs: $ 
Installation costs: 


A Depreciation ledger should be set up to correspond with the plant register unit by 
unit, and depreciation should be calculated for each unit separately with the corres- 
ponding provision being kept distinct. This can be handled by showing provisions 
for depreciation on the same sheet as the asset in the Plant Register. The total of the 
provision for depreciation should agree with the general ledger control. 

Or 

Alternatively, bulk depreciation rates might be used. These rates are calculated for 
each classification of plant. Upon disposal of any units of plant no adjustment is 
made for over- or under-provision, in order to compensate for corresponding errors 
in other units. 


Unit (description & location): .............0.06. 2 
Value of asset: $ TRNE COMBA tine ee 
PCR OCIATOI TRE? ios. s side enicessasesn % Remarks: 


Date Details Amount 


$ 





Depreciation should be recorded monthly in order to keep all accounts up to date 
and have recent information for cost and administrative purposes. 


PROBLEM 3 
Final Examination, November 1948 


Accounting Ill, Question 1 (15 marks) 
The following is the Balance Sheet of the Harris & Worry Company Limited as at 


30th September 1948: 


ASSETS 
Current 
Cash on hand and in bank ....000000..00.0ccce ee $ 15,700 
Accounts receivable: 
Trade accounts, due in 1948 ...........0....4. $ 92,500 
Trade accounts, due in 1949 ............cc0. 46,000 


Advances for purchases of shares .............. 3,500 
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Advances to employees ...................::ccessceee 2,000 
$ 144,000 
Less reserve for doubtful accounts .......... 10,000 
134,000 
Inventories, at lower of cost or market 
RIN oe pore ech os Scns ategbetvcaseor sees es $ 25,000 
Ra MR INNO sienna sek estas oi vekeadene rinses e : 60,000 
Finished goods on han .................:c:ecccceseeee 21,000 
Finished goods in bonded warehouse ............ 11,000 
WME MAINE IIIS | on nna sns eo sensicvs ecsntecsesconvessne 16,000 
———— $_ 133,000 
IND INI oi coe ccrcaisecsuisssscerstovesavansascessiaests 1,600 
$ 284,300 
Investments 
Mortgage receivable (from sale of property) $ 12,500 
Investment at cost (85% owned) in sub- 
EY PINIEN A oso foo s csacsisesadcoctvcisordecas 565,000 
——_ 577,500 
Fixed Assets at cost 
MN: ec cUphiss os cetpuccab ones hasnt sancsesdevacdunicods bvssceseciadevies $ 192,500 
Buildings and machinery ........................00000 $1,368,730 
Less reserve for depreciation ....................00-5 320,400 
1,048,330 
1,240,830 
Patents—less amortization .................0cccccccceeseee 410,620 
PPI, BORA ene ah eB eke es in nas 625,400 
$3,138,650 
LIABILITIES AND CAPITAL 
Current Liabilities 
ee NINE 0 2et No a cp nda acne Dama cuabas kaeskp ba caeienk $ 124,000 
NU UR oh a ron vac caters eben ob anialasocaseckins 3,400 
a EN 1 SS so TLS Sv sas ng duviacee nd epeeinsters 6,250 
Dividend payable ...,............sr0c0s.s0000 Sicicsoo Auten teeter 30,000 
Mortgage instalment due 1st January 1949 ooo... eceteeeteees ; 25,000 
————. $ _ 188,650 
RNIN RURIINUINE 5 o5csscsncdcpscsssseccsiosststssones Becca tas rate cte ace a 400,000 
IR 5d 8 a Bo ter a oo uuccsedadiablaiv 500,000 
Capital Stock 
Authorized 1,000,000 shares no par value 
EI ND gee oe he SB a $1,150,000 
SNM ce 2a ag cts aca cas veo vave becom svchousesiabah oraeniuwiccan ss oaventise 900,000 
2,050,000 
$3,138,650 





The Harris & Worry Company Limited wishes to borrow funds from a chartered 
bank for the purposes of expansion and the financing of expanded operations. The 
president has approached the manager of a local bank and has requested the auditor of 
the company to write a letter to the manager reporting only on those assets on the security 
of which the bank would be able to advance funds to the company. 
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Required: 
The letter the auditor would send to the bank manager. Make such assumptions as 
to the value for loan purposes of the items shown on the above Balance Sheet, as you 


consider necessary for your answer. 


A SOLUTION 


Mr. J. A. McKenzie, Manager, 
Crown Bank of Canada, 
Earlscourt Branch, 
Montreal, P.Q. 
Dear Mr. McKenzie: 
In accordance with instructions from our client, The Harris and Worry Company 


Limited, we are writing to report on the assets of the company which would provide 
possible security for a bank loan. We are also enclosing for your convenience copies of 
the audited balance sheets of The Harris and Worry Company Limited and its subsidiary, 
Thompson Products Limited, as of September 30, 1948. 
Accounts receivable 

The trade accounts shown on the balance sheet of The Harris and Worry Co. Ltd. 
have originated through sales of goods in the usual course of business, and are, therefore, 
available as security. The reserve for doubtful accounts applies entirely against the trade 
accounts, and, in our opinion, when deducted from the trade accounts receivable, presents 
a fair picture of the amount which should be collected in respect of the trade accounts 
outstanding at September 30, 1948, viz., 


ROR NIUE CU 1 Soci secs ccnccesesesceancanvsrodeeaecaby eee $ 92,500 
RIS COIS CS FF asicin bedi bsasnish eatin tedesinddsvesesstnts 46,000 

138,500 
Less reserve for doubtful accounts ......... Sued easo mate caeaeesabees : 10,000 


$128,500 
Inventories of raw materials, work in process, and finished goods 
These assets are valued “at lower of cost or market”. ‘Market’ as used here means 
replacement cost to the company. This method of valuation has been used consistently 
by the company for a number of years and is widely accepted as the method producing 
the most useful measure of income. Since prices have been rising, the components of 
inventory are valued in fact at original cost, rather than at “market”. The work in process 
was, on the average, about 60% completed as of September 30, 1948. In our opinion 
there are no obsolete or unsalable items in any of the inventories. 
The following were the realizable values of inventories which might be put up as 
security under sec. 88 of The Bank Act, as of September 30, 1948: 


RAW MGCerials: CLEDIRCEMIEHE COST). ons. cvscsesccccccsscsssesccesseconconcsssse $ 30,000 
WOK 11 PLOCESE ATEPIDCEMIERE COSE): oo.5. 52.0... eccciescecccs sess cespescessnse 67,000 
PUSRIOEE BOGUS (GET BEIGE) oo cecvcsca css sets ccc dh cccssesuistsesssetincatveecorecee 38,000 
Finished goods in bonded warehouse (selling price) .................. 19,000 

$154,000 


We are advised that the company is prepared to furnish an undertaking that these 
goods will be kept insured at their realizable value. 
Mortgage receivable and investment in subsidiary 

The mortgage receivable of $12,500 is a first mortgage and, we are advised, represents 
approximately 40% of the value of the property mortgaged. The company has recently 
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had an opportunity to sell the mortgage at par and it is believed that it could be disposed 
of readily at that figure. 

The investment in the subsidiary represents 10,000 shares acquired October 1, 1943 
at a cost of $56.50 per share. These shares presently have a quoted market value of 
$75.00, but since the company holds 85% of the outstanding stock, it is extremely doubtful 
if the entire investment could be disposed of at the market price per share quoted above. 
Fixed assets 

The fixed assets are valued at cost less depreciation on the balance sheet. An ap- 
praisal undertaken by The Kingsway Appraisal Co. showed the land, buildings, and 
machinery to have an approximate selling price of $1,800,000 as of September 30, 1948. 
Since there is a mortgage payable of $400,000 outstanding against the property, the 
company has an equity of approximately $1,400,000, based on the appraisal cited above. 

It is understood of course that the bank cannot lend by way of a mortgage against 
fixed assets, but we are advised that the company is prepared, if need be, to furnish an 
undertaking that the property will not be mortgaged further without notice to the bank, 
and that fire insurance and either loss of profit or use and occupancy insurance will be 
maintained. 

Accounts receivable and inventories of the subsidiary company 

We suggest the possibility of the subsidiary obtaining a bank loan by hypothecating 
its own receivables and inventories. We are auditors also of Thompson Products Limited 
and in our opinion the figure for trade accounts less reserve for doubtful accounts on the 
balance sheet of that company represents the collectible value of those accounts ($36,500). 
The inventories are valued on the same basis as those of the parent company and in our 
opinion had a realizable value of $43,000 as of September 30, 1948. 

Yours sincerely, 
Waters & WENTWORTH, 
Chartered Accountants 


PROBLEM 4 
Final Examination, November 1948 
Accounting III, Question 2 (15 marks) 


Indicate which item (that is (a), (b) or (c)) in each of the following groups complies 
with the Act and yet sets out no more than the minimum information required to be 
shown on the financial statements presented to the shareholders of a public company in- 
corporated under the Dominion Companies Act. 

1. The company owns $50,000 of Dominion Government bonds, of which market 
value at balance sheet date is $51,200. 


(a) Bonds (market value $51,200) . rare Brace ie eR ead scsasses, 90008 
(b) Bonds at cost (market value $51,200) . ein oes $ 50,000 
(c) Dominion Government bonds at cost Canadian valine $51, ,200) Siar . $ 50,000 


2. There are accounts and bills receivable of $24,000 against which there is a provision 
of $3,500 for bad and doubtful accounts. 


(a) Accounts and bills receivable (less reserve of $3,500) ............000cc0000 ... $ 20,500 
(b) Accounts and bills receivable less reserve ..............ccsccsesscsceseseesesesecsesceeseanees $ 20,500 
(c) Accounts and bills receivable ..... POE ee EAY htc JENS READ Ets $ 20,500 


3. Inventory of finished goods is valued at $15, 000 on a lower “9 cost or market basis. 
A provision against future decline in prices amounting to $3,000 has also been made. 
(a) Inventory of finished goods at lower of cost or market .0......0.0.0.c0ccccee $ 12,000 
(b) Inventory of finished goods at lower of cost or market less reserve ...... $ 12,000 
(c) Inventory of finished goods at lower of cost or market (less reserve 
DE TIRIIEND scccrorcsewnsssctoncnsiss See OA ott Ce aor PE a tony 
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4. Original cost of machinery and equipment was $600,000 and there has been ac- 
cumulated a depreciation provision of $20,000. 


(a) Machinery and equipment at cost less depreciation. ........... ccseeee $580,000 
(b) Machinery and equipment at cost (less depreciation of $20, 000) vesseeee $580,000 
(c) Machinery and equipment at book value ...............c.:cccccccsesssseesseesetcceeesesceeees $580,000 


5. Two years ago organization expenses of $1,550 were incurred which are to be written 
off over a period of five years. 


Ca) COPRARISAIOM: CRDEUEOS. ono. oo ssid aces tens : nigisosresemes $ 930 
(b) Organization expenses (less amount written off) ............. Potente . $ 930 
(c) Organization expenses (less written Off $620) 2.0.00... § 930 


6. The company owes $14,000 in respect of income taxes, and other accounts payable 


amount to $56,000. 
(a) Accounts and taxes payable (including estimated taxes on income 


$14,000) on... sesidishes tae iti cacao son kg a 
(b) Accounts payable Gncheding taxes sail $14, 000) . Peat Yeh a gah re ha $ 70,000 
Sd) COURIER PRG RIN EC TACNINR DS CRIES assess io desc cds cadens cing stventcnseccitassntmasscneeta $ 70,000 
7. Patents were purchased two years ago for $5,000 and are expected to be used for 

five years. 

(a) Patents . ’ ae Ste ican Ro kc . $ 3,000 
(b) Patents (less amount written “ony . hosed esc sibeasaake Devt: akan 
fc) Patents Cleese weitteds OH 92,000) aceic.oissd ski biciic dong ateanoneen een $ 3,000 


8. There is a mortgage of $20,000 owing, which is secured by the buildings, worth 
$25,000. 


Asset side Liability side 
(a) Buildings _.......... ; $25,000. Mortgage payable. «....:.5...5:.....0cc0% $ 20,000 
(b) Buildings (subject to 
mortgage) ............ $ 25,000 Mortgage payable .......... wetias, B20,000 
(c) Buildings (subject to 
mortgage, see contra) ........... $ 25,000 Mortgage (secured by buildings, 
56 COE ian RR . $ 20,000 


9. There is an investment of $17,500, in various subsidiary companies. At the end 
of the year those companies owed $2,400 to the X Company Limited and the X Com- 
pany Limited owed $1,900 to subsidiaries. 


X Company Limited Asset Side X Company Limited Liability Side 

(a) Investments in and net ad- 
vances to subsidiaries ............ $ 18,000 

(b) Investments in and advances Due to subsidiaries Stic Ieee 
to subsidiaries 2.0.0.0... . $ 19,900 

(c) Investments in subsidiaries... $ 17,500 Due to subsidiaries ................ . §$ 1,900 
Advances to subsidiaries........ $ 2,400 


10. Authorized preferred share capital is 1,500 6% preferred shares at 100, which are 
redeemable at 105 at the option of the company. Of these, 1,000 are issued. 


(a) Preferred shares redeemable at 105; authorized 1,500 shares at par value 


Ie Res tn AI CRTRRIO ooce ocec ites ists haste akecacsentriee seme $100,000 
(b) Preferred shares (authorized 1,500 at 100) issued 1,000 shares .......... . $100,000 
(c) Redeemable preferred shares, 1,000 shares at 100 par ...........0..ccceee . $100,000 


Note: Marks will be given for each correct answer and marks will be deducted for 
each incorrect answer. Candidates are advised not to guess. 

A short explanatory comment may be made in respect of any of the foregoing if it 
is desired to explain the reason for the item selected. If such is done a separate sheet 
should be used. 
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Instructions to candidates: These pages may be handed in with your other answer 
sheets after you have indicated your answers by the letters (a), (b) or (c) as instructed 
above. 


A SOLUTION 


4. (b) 
(a) 
(b) 
(a) 


Professional Notes 


MANITOBA 
Mr. J. D. Moran, C.A., announces the 
opening of an office for the practice of his 
profession at 919 Grain Exchange, Winni- 


peg. 
ONTARIO 
Mr. S. Stewart Joscelyn, C.A., announces 


that he has assumed the former practice of 
Mr. John H. Leckie, C.A., 677 Ontario Ave., 


Niagara Falls, Ont. 
* * * 


Mr. R. H. B. Hector, C.A., announces the 
removal of his office to Rms. 202-6, Con- 
federation Life Bldg., 165 Yonge St., To- 
ronto, Ont. 


Obituary 


Hugh Alexander Black 
The Institute of Chartered Accountants 
of Manitoba reports with deep regret the 
death of Hugh Alexander Black. 


Admitted to the Manitoba Institute in 
1930, he also became a member of the Al- 
berta Institute and served a term as presi- 
dent of the latter Institute. Having prac- 
tised his profession in Edmonton for a 
number of years, he joined the Civil Service 


during the war and at the time of his death 
was director of the Canadian Government 
Annuities Branch. In Ottawa he was active 
in the affairs of the Ottawa Chartered Ac- 
countants’ Club as a member and a past 
president of the Club. 

To his widow and family, the members 
of the Institute extend their sincere sym- 


pathy. 





PUBLICATIONS 
of 


THE DOMINION ASSOCIATION OF 
CHARTERED ACCOUNTANTS 


The Canadian Chartered Accountant 
and 
The Tax Review 
(Published monthly) 
$5.00 a year 
Permanent Binder for The Tax Review $3.00 


Brochures 


Audit Procedure for the Junior Grain Accourts 
Audit Clerk Articles by W. W. McVey, D. A. B. 


(3rd Edition, Feb. 1949) 140 pp..... 1.00 Murray, J. Doctor, W. Aitken, 
G. G. James (1935) 103 pp..... 1.00 


tary Control 
E. S. La Rose (1947) 51 pp. .......... -50 
Principles of Bookkeeping 


Stockbrokers’ Accounts 
(June 1940) 31 pp. .......ececccerceeet .25 J. R. M. Wilson (Feb. 1944) 21 pp. 25 


Examination Papers 
December 1945 Intermediate and Final 
December 1946 Intermediate and Final ... 
December 1947 Intermediate and Final ... 
November 1948 Intermediate and Final 


Examination Problems and Solutions 


Volume VI, 
Volume VII, 76 pp. 
Volume VIII, 58 pp. (Solutions only) 


Accounting and Auditing Research Bulletins 
No. 1 A Statement of Standards of Disclosure in Annual Financial Statements 
of and Mercantile Companies(available in French and English) «10 
No. 2 A Statement of the Minimum Standards of Professional Practice Which 
should Apply in Respect of Prospectuses (available in French and English)  .10 
No. 3 The Accounting Treatment of Income Taxes in Some Special Circumstances 
(available in French and English) 
Binding Folder for Research Bulletins 


-10 
AS 


The Dominion Association of Chartered Accountants 
10 Adelaide Street East Toronto, Ont. 





She 


Assurance (Company 


The Pioneer of Life Assurance in Canada 


For over 100 years, the Standard Life has been 
serving Canadians, and is proud to include among its 
clients many of the largest and best known Companies in 


Canada. 


The Standard specializes in all forms of Life 


Assurance and Pension Plans. 


Head Office for Canada 


MONTREAL 


ONTARIO BRANCHES OFFICES 


TORONTO—80 King St. W. Gordon B. Coyne, Branch Mgr. 
HAMILTON—126 King St. E. J. A. Wright, Branch Mor. 
OTTAWA—46 Elgin St. L. Whitney Spratt, Branch Mgr. 
LONDON—365 Richmond St. R. W. Porter, Branch Mgr. 
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